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SPECIAL  COMMISSION  ON  TAX  REFORM 
OPTIONS  FOR  BANK  TAX  REFORM:  SUMMARY 


The  Bank  Tax  Option  report  prepared  by  Sandra  McCray 
proposes  that  the  Commission  recommend  a  new  bank  tax  which  would 
lower  the  bank  tax  rate,  broaden  the  definition  of  banks,  provide 
a  credit  to  Massachusetts  banking  corporations  for  taxes  paid  to 
other  states,  and  tax  the  income  earned  by  out-of-state  banking 
corporations.    VThat  follows  is  a  summary  of  this  report  and 
proposal. 


In  April  1987,  the  Commission  released  its  Thirteenth 
Interim  Report  on  the  Taxation  of  Banks  which  was  written  by 
Sandra  McCray.     That  report  concluded  that  the  current  law  does 
not  meet  many  of  the  criteria  of  a  "good  tax"  as  identified  by 
the  Commission.     The  defects  include  its  failure  to  tax  any  of 
the  income  earned  in  Massachusetts  by  out-of-state  banks;  its 
allowance  for  some  double  taxation  of  Massachusetts  bank  income; 
and  the  rate  which  is  higher  than  the  corporate  excise  tax  and 
other  state  bank  tax  rates. 


In  addition,  changes  taking  place  in  the  banking  industry 
provide  further  impetus  for  bank  tax  reform  (pages  1-3) : 

■  bank  assets  and  deposits  are  much  more  mobile  because 
interstate  banking  restraints  are  being  relaxed; 

■  technological  advances  are  allowing  banks  to  operate  without 
any  physical  presence  in  a  state;  and 

■  prior  barriers  separating  banking  from  commerce  are  eroding 
quickly. 


Three  possible  approaches  to  bank  taxation  are  identified  (a 
summary  of  this  discussion  appears  at  pages  12-14) : 

1)  A  pure  residence  based  tax,  now  used  by  Massachusetts  (pages 
4-6)  ; 

2)  A  dual  system  consisting  of  a  residence-based  tax,  with  a 
credit  for  taxes  paid  to  other  states,  for  Massachusetts 
banks  and  financial  corporations,  and  a  source-based  tax  for 
out  of  state  banks  and  financial  institutions  (pages  6-9) ; 
and 

3)  A  pure  source-based  tax  for  all  banks  and  financial 
institutions  (pages  9-12) . 


The  report  recommends  that  Massachusetts  lover  the  bank  tax 
rate  and  adopt  the  dual  system,  with  a  review  and  five-year 
sunset  provision.     This  approach  meets  the  objections  to  the 
current  law  and  is  recommended  over  a  source-based  tax  because  it 
best  satisfies  the  elements  of  a  good  tax  for  the  following 
reasons: 


■  it  is  relatively  simple  to  administer,  stable  and  cost- 
effective; 

■  it  promotes  fairness  between  in-state  and  out-of-state 
entities  and  between  banks  and  financial  corporations,  and 
fosters  competitiveness,  neutrality,  and  exportability ; 

■  the  credit  feature  of  the  dual  system  avoids  the  double 
taxation  and  constitutional  problems  created  by  the  current, 
pure  residence-based  tax; 

■  it  would  allow  little  room  for  manipulation  of  assets  and 
would  assure  full  taxation  of  the  income  earned  by  out-of 
state  banks  and  financial  institutions; 

■  it  promotes  uniform  treatment  of  bank  income  among  states. 

The  paper  finds  the  dual  system  to  be  superior  to  a  pure 
source-based  tax: 


■  a  pure  source-based  tax  is  difficult  to  administer  and 
scores  low  in  terms  of  stability,  simplicity  and  cost 
effectiveness ; 

■  situs  rule  conflicts,  a  feature  of  pure  source-based  taxes, 
will  lead  to  double  taxation  of  bank  income; 

■  a  pure  source-based  tax  would  likely  result  in  significantly 
decreased  bank  tax  revenues  while  allowing  some  banks  to 
escape  state  taxation  altogether,  even  if  a  throwback  rule 
and  unitary  combined  reporting  are  features  of  the  tax; 

■  although  a  source-based  bank  tax  would  in  some  respects 
achieve  greater  equity  between  banks  and  business 
corporations,  the  differences  between  banks  and  general 
business  corporations  make  comparisons  difficult  and 
absolute  parity  unrealistic. 


The  final  section  of  the  option  paper,  at  pages  14-22  (a 
summary  is  provided  at  pages  21-22) ,  describes  in  detail  the  dual 
system  bank  tax  proposal,  which  would: 

■  apply  to  a  broad  range  of  in-state  and  out-of-state  "banking 
corporations",  including  out-of-state  banking  corporations 
that  conduct  activities  within  Massachusetts  by  mail  and 
through  electronic  devices; 

■  tax  the  income  of  in-state  and  out-of-state  banking 
corporations  at  a  uniform  rate  of  10.5%,  lower  than  the 
current  12.54%  bank  tax  and  presumed  to  be  comparable  to  the 
current  Massachusetts  corporate  excise  rate  (9.5%  plus  a  net 
worth  tax) ; 

■  tax  Massachusetts  banking  corporations  using  residence- 
based  principles,  with  a  credit  for  taxes  paid  to  other 
states  up  to  the  Massachusetts'  tax  rate; 

■  tax  out-of-state  banking  corporations  on  income  earned  in 
Massachusetts  using  a  single  receipts  factor  formula; 

■  aid  enforcement  of  the  tax  on  out-of-state  entities  by 
including  a  reporting  requirement; 

■  require  combined  unitary  reporting;  and 

■  sunset  the  tax  at  the  end  of  five  years  to  allow  for  data 
collection,  analysis  and  further  legislative  changes  in 
light  of  the  changing  banking  environment,  changes  in  other 
state  bank  tax  laws  and  revenue  developments  particularly 
with  respect  to  out  of  state  banking  corporations. 


Appendix  A  to  the  report  sets  forth  some  comments  and 
responses  to  the  proposal,  and  a  proposed  statute  is  included  in 
Appendix  B. 
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INTRODUCTION  AND  SCOPE  OF  STUDY 


In  a  report  prepared  for  the  Special  Commission  on  Tax 
Reform  in  March  1987,  this  author  described  and  analyzed  in 
detail  the  current  Massachusetts  bank  tax.     That  study  measured 
the  current  tax  scheme  and  alternative  schemes  against  the 
criteria  of  a  good  tax  system  as  identified  by  the  Special 
Commission  on  Tax  Reform:  fairness,  simplicity,  stability, 
neutrality,  cost  effectiveness,  competitiveness  and 
exportability.     The  study  found  that  the  Massachusetts  bank  tax 
was  deficient  in  several  areas,  when  tested  against  the  criteria 
of  a  "good"  tax. 

Four  major  defects  were  noted.     First,  the  Massachusetts 
bank  tax  scored  low  in  neutrality  and  fairness  when  measured 
against  the  state's  general  corporate  tax.     General  business 
corporations  appeared  to  have  two  main  advantages  over 
Massachusetts  banks:  a  lower  tax  rate  and  a  source-based  tax 
scheme  that  prevented  multiple  taxation  of  domestic  corporations 
and  subjected  foreign  corporations  to  the  state's  tax.  Second, 
the  report  found  that  the  relatively  high  tax  rate  on 
Massachusetts  banks  placed  them  at  a  competitive  disadvantage  vis 
a  vis  banks  in  other  states.      Third,  the  study  established  that 
the  bank  tax  failed  to  meet  any  of  the  criteria  for 
exportability.     For  example:  the  tax  does  not  have  a  broad  enough 
tax  jurisdiction  rule  to  reach  the  income  of  out-of-state  banks; 
it  does  not  contain  an  apportionment  formula  for  taxing  out-of- 
state  banks;  and  it  does  not  define  the  term  "bank"  broadly 
enough  to  reach  bank  subsidiaries.     Fourth,  the  study  found  that 
by  adding  a  provision  for  the  filing  of  consolidated  or  combined 
returns,  the  compliance  burden  on  banks  could  be  eased, 
increasing  the  simplicity  of  the  tax. 

This  second  report  analyzes  a  proposed  new  Massachusetts 
bank  tax.     Section  I  provides  some  background  to  the  proposed  tax 
by  describing  and  evaluating  three  alternative  methods  of  income 
taxation.  Section  II  outlines  and  analyzes  the  proposed  new  law. 
Appendix  A  responds  to  specific  questions  raised  by  members  of 
the  industry  about  the  proposed  tax  which  are  not  directly 
addressed  in  the  report.     Appendix  B  contains  the  proposed  bill. 


I.     EVALUATION  OF  ALTERNATIVE  METHODS  OF  INCOME  TAXATION 
A.     Environmental  Considerations 

Any  new  state  bank  tax  should  be  evaluated  not  only  by 
reference  to  the  seven  criteria  of  a  good  tax,  but  also  within 
the  context  of  the  changes  taking  place  in  the  business  of 


banking.     One  of  the  most  important  changes  involves  the 
geographic  expansion  of  banks.     Today,  most  state  legislatures 
have  relaxed  or  removed  prior  restraints  on  interstate  banking 
and  regional  interstate  banking  is  widespread.     For  many  decades, 
banks  have  conducted  interstate  activities  without  the  aid  of  a 
branch  (e.g.  through  call  programs  and  correspondent  banking 
relationships) .     Now  banks  can  operate  interstate  directly 
through  branches  or  bank  subsidiaries  of  their  bank  holding 
companies.     This  new  legislative  power  should  greatly  increase 
the  interstate  activities  of  banks. 

The  judicial  branch,  too,  has  contributed  to  the  expansion 
of  interstate  banking.     A  recent  U.S.  Circuit  Court  of  Appeals 
opinion,  which  interpreted  the  federal  banking  laws,  paved  the 
way  for  banks  and  bank-like  entities  to  engage  in  de  facto 
interstate  branch  banking.     By  interpreting  the  terns  "branch" 
and  "bank"    narrowly,  the  opinion  limited  state  authority  to 
regulate  interstate  branch  banking.     For  example,  in  Independent 
Bankers  Ass'n.  v.  Marine  Midland  Bank.^  the  Second  Circuit  Court 
of  Appeals  held  that  a  bank  that  effected  loan  and  deposit 
transactions  with  its  customers  electronically  through  a  shared- 
use  automatic  teller  machine  (ATM)  did  not  thereby  engage  in 
branch  banking.    According  to  the  court,  federal  law  does  not 
deem  an  ATM  a  "branch"  of  a  bank  if  the  bank  is  a  mere  user,  as 
opposed  to  an  owner,  of  the  machine. 

This  decision  allows  banks  and  bank-like  entities  to 
circumvent  the  remaining  state  regulatory  restrictions  on 
interstate  branch  banking  by  delivering  their  services  through 
electronic  devices  located  across  the  nation  in  a  form  of 
"branchless  banking".     Today,  it  is  legally  and  technologically 
possible  for  bank  customers  to  make  a  deposit  in  an  out-of-state 
bank  through  an  in-state  shared-use  ATM  without  thereby  engaging 
in  branch  banking. 

Several  banks  currently  operate  nationwide  through 
branchless  banks.     For  example,  in  January,  1986,  the  New  England 
Federal  Savings  Bank  of  Wellesley,  Massachusetts  opened  for 
business. 2    The  bank  has  no  walk-in  place  of  business.  Customers 
of  the  New  England  Federal  Savings  Bank  make  their  deposits  by 
mail,  by  telephone,  or  via  automatic  teller  machines.     Within  the 
first  six  months  of  operation,  the  bank  had  422  depositors 
hailing  from  most  of  the  fifty  states.     The  bank  is  a  full- 
service  bank  that  makes  home  mortgage  loans  and  commercial  real 
estate  loans;  provides  MasterCard,  Visa  and  American  Express  card 
services;  and  offers  individual  retirement  accounts  and  Keogh 
accounts.     Although  the  New  England  Federal  Savings  Bank  appears 
to  be  the  only  bank  so  far  to  offer  full-service  banking  without 
a  walk-in  place  of  business,  many  banks  engage  in  some  form  of 
branchless  banking.     For  example,  of  the  3  0,000  depositors  of 
Colonial  National  Bank  of  Wilmington,  Delaware,  only  10,000  come 
from  Wilmington  walk-in  trade. The  remaining  20,000  depositors 
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live  in  all  fifty  states  and  do  business  by  telephone,  mail,  and 
nationwide  automatic  teller  machines,  and  use  debit  and  credit 
cards  and  checks.     Other  banks  offer  limited  or  special 
branchless  banking  services  across  state  lines.     For  example, 
Chemical  Bank  of  New  York  offers  a  branchless  banking  service 
called  "Premium  Banking"  to  residents  of  Connecticut.^  The 
service  works  as  follows:    (1)  Connecticut  customers  call  a  New 
York  toll-free  number  staffed  seven  days  a  week  by  Chemical  Bank 
employees;   (2)  customers  receive  instant  access  to  credit  lines; 
and  (3)  customers  who  need  cash  immediately  can  make  withdrawals 
at  any  automated  teller  machine  linked  to  the  New  York  Cash 
Exchange. 

The  effect  of  these  developments  is  significant.  The 
removal  of  geographic  barriers  to  interstate  banking  and  the 
advent  of  electronic  banking  has  greatly  increased  the  mobility 
of  bank  assets  and  deposits  and,  therefore,  the  ease  with  which 
bank  income  can  migrate  across  state  lines.     In  its  studies 
pursuant  to  the  tax  reform  act,  the  U.S.  Congress  found  that  the 
income  from  banking  activities  is  inherently  subject  to 
manipulation.    According  to  Congress,  "the  lending  of  money  is  an 
activity  that  can  often  be  located  in  any  convenient 
jurisdiction,  simply  by  incorporating  an  entity  in  that 
jurisdiction  and  booking  loans  through  that  entity,  even  if  the 
source  of  the  funds,  the  use  of  the  funds,  and  substantial 
activities  connected  with  the  loans  are  located  elsewhere."^ 

A  second  important  change  taking  place  involves  the 
definition  of  the  business  of  banking.     The  prior  barriers 
separating  banking  from  commerce  are  falling  fast.     Banks  are 
expanding  into  commercial  activities  such  as  real  estate, 
insurance,  and  securities;  and  non-bank  commercial  institutions 
are  engaging  in  banking  and  bank-like  activities.     Examples  of 
the  latter  proposition  abound:  retailers  issue  credit  cards  in 
competition  with  banks;  brokerage  houses  offer  a  variety  of  cash 
management  programs  designed  to  attract  "deposits"  in  competition 
with  banks;  and  automobile  manufacturers  provide  financing  for 
new  cars  in  competition  with  banks. 

B.     Overview  of  the  Methods  of  Income  Taxation 

Three  models  of  income  taxation  exist:   (1)  a  pure  residence- 
based  tax,   (2)  a  dual  system  consisting  of  a  residence-based  tax 
coupled  with  a  credit  for  domiciliary  entities  and  source-based 
taxation  for  nondomiciliaries,  and  (3)  a  pure  source-based  tax. 

Currently,  Massachusetts  uses  a  pure  residence-based  income 
tax.     A  pure  residence-based  income  tax  applies  only  to 
domiciliary  banks  and  operates  on  the  entire  income  of  the 
domiciliary  bank  without  regard  to  the  source  of  that  income. 
Thus,  all  banks  domiciled  in  the  taxing  state  —  state  banks  that 
have  received  their  charter  there  and  national  banks  that  have 
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their  principal  offices  there  —  pay  tax  on  their  taxable  income 
base  regardless  of  where  the  income  is  earned.  All 
nondomiciliary  banks  —  state  banks  chartered  out-of-state  and 
national  banks  that  have  their  principal  offices  out-of-state  — 
pay  no  tax  at  all  even  if  they  have  earned  income  from  activities 
within  the  host  state.     According  to  a  recent  survey  by  the 
Multistate  Tax  Commission,  approximately  seventeen  states  tax 
their  banks  using  a  pure  residence-based  tax.^ 

A  state  that  uses  a  residence-based  tax  with  a  credit  for 
its  domiciliary  banks  levies  its  tax,  in  the  first  instance,  on 
the  entire  net  income  of  its  domestic  banks.     Then,  it  allows 
those  banks  a  tax  credit  for  taxes  paid  to  other  states.  The 
amount  of  the  credit  is  limited  to  the  amount  that  would  have 
been  paid  under  the  domiciliary  state's  tax  rate.  Out-of-state 
or  nondomiciliary  banks  are  taxed  according  to  source  principles; 
that  is,  the  host  state  uses  an  apportionment  formula  to  measure 
what  fraction  of  the  income  of  an  out-of-state  bank  is  earned 
within  the  host  state.     No  state  currently  taxes  bank  income 
using  this  dual  system. 

A  pure  source-based  tax  requires  the  use  of  an  apportionment 
formula  for  both  domiciliary  and  nondomiciliary  banks.    This  is 
the  method  of  taxation  used  by  nearly  every  state  for  their 
general  business  corporations.    Approximately  eighteen  states  now 
use  this  method  to  tax  bank  income. 

1.     Pure  Residence-Based  Tax 

Until  very  recently,  most  states  taxed  bank  income  using 
residence  principles  of  taxation,  a  system  not  used  with  general 
business  corporations. 

A  pure  residence-based  tax  system  meets  many  of  the 
objectives  of  a  good  tax.     It  is  simple,  provides  certainty  and 
regularity  for  taxpayers  and  administrators  and  has  minimal 
compliance  burdens  and  enforcement  costs.     Because  it  provides 
little  room  for  manipulation  by  the  taxpayer,  a  pure  residence- 
based  tax  is  a  good  revenue  producer.     One  can  fault  a  residence- 
based  tax,  however,  with  failing  to  promote  competitive  equality 
between  domestic  and  out-of-state  firms,  with  discriminating 
among  different  lines  of  business  and  with  creating  the  potential 
for  multiple  taxation. 

The  lack  of  competitive  equality  between  in-state  and  out- 
of-state  banks,  which  occurs  with  the  use  of  a  pure  residence- 
based  tax,  comes  from  the  differences  in  state  tax  rates  and 
bases.     For  example,  assume  that  two  banks.  Bank  A  and  Bank  B, 
are  doing  business  in  State  Y.     Bank  A  is  domiciled  in  State  Y, 
which  has  a  9  percent  tax  rate;  and  Bank  B  is  domiciled  in  State 
Z,  which  has  a  7  percent  tax  rate.     Bank  A,  domiciled  in  State  Y, 
will  pay  an  income  tax  at  a  9  percent  rate  to  State  Y  regardless 
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of  where  it  earned  that  income.     Bank  B,  domiciled  in  State  Z, 
but  doing  business  in  State  Y  in  competition  with  Bank  A  will  pay 
a  tax  at  a  7  percent  rate  to  State  Z,   its  domiciliary  state.  The 
use  of  a  pure  residence-based  tax  in  this  situation  will  have  the 
effect  of  encouraging  Bank  B  to  do  business  in  State  Y  where  it 
has  a  tax  advantage  over  State  Y  domiciliary  banks.     State  Y, 
however,  has  two  reasons  to  complain  about  this  situation. 
First,  State  Y  fails  to  collect  any  tax  revenue  from  Bank  B, 
although  Bank  B  does  business  there.     Second,  State  Y's 
domiciliary  banks  are  placed  at  a  tax  rate  disadvantage  vis  a  vis 
the  banks  from  State  Z  because  State  Z  banks  compete  with  State  Y 
banks  for  business  but  pay  a  lower  tax  rate. 

In  practice,  a  pure  residence-based  tax  also  discriminates 
against  different  lines  of  business  within  a  state.  Virtually 
every  state  uses  source  principles  to  tax  its  multistate  general 
business  corporations.     Source-based  taxation  requires  general 
business  corporations  to  apportion  their  income  among  the  states 
in  which  they  do  business.     Unlike  the  situation  with  residence- 
based  taxation,  a  state  applies  its  source-based  tax  to  both  in- 
state and  out-of-state  firms,  each  will  pay  tax  at  the  same  rate 
and  base  on  the  fraction  of  income  earned  within  the  taxing 
state.     Thus,  competing  in-state  and  out-of-state  general 
business  corporations  are  not  subject  to  different  tax  bases  and 
rates  as  are  domiciliary  and  nondomiciliary  banks  in  the  example 
above . 

Unless  adopted  by  every  state,  a  pure  residence-based  tax 
also  creates  a  problem  for  banks  that  do  business  in  more  than 
one  state.     Suppose  that  a  bank  does  business  in  several  states 
and  one  of  those  states,  using  source  principles  with  an 
apportionment  formula,  taxes  the  income  it  earns  there.  Then, 
the  bank  may  become  subject  to  multiple  taxation.     Consider,  for 
example,  the  following  situation: 

States  Y  and  Z  have  the  same  income  tax  rate  and  base. 
State  Y  taxes  its  domestic  banks  on  their  entire  income, 
regardless  of  where  it  is  earned.     Bank  A  is  domiciled  in 
State  Y.     It  does  70  percent  of  its  business  in  State  Y  and 
3  0  percent  in  State  Z;  it  conducts  its  activities  in  State  Z 
solely  by  mail  and  electronic  means.     State  Z  uses  source- 
based  taxation  to  tax  foreign  banks  transacting  business 
there,  whether  or  not  the  bank  has  a  physical  presence 
within  the  state. Bank  A  will  pay  tax  to  its  domiciliary 
state  on  100  percent  of  its  income  and  tax  to  State  Z  on  3  0 
percent  of  its  income.     Thus,  130  percent  of  its  income  will 
be  subject  to  tax. 

This  problem,  negligible  today,  will  become  more  acute  as 
prior  restraints  on  interstate  banking  continue  to  dissolve,  as 
the  technology  for  delivering  bank  services  electronically 
becomes  more  sophisticated,  and  as  states  amend  their  bank  tax 
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laws  to  reflect  these  changes.  The  constitutionality  of  a  pure 
residence-based  tax  is  doubtful  when  used  in  such  an  interstate 
environment. ^ 

2.     Dual  System:  Residence-Based  and  Source-Based  Tax 

The  United  States  international  tax  system  is  a  dual  system 
that  uses  both  residence  and  source  principles  of  taxation.  The 
U.S.,  using  residence  principles  of  taxation,  taxes  the  worldwide 
income  of  its  domestic  multinational  corporations.     The  problem 
of  multiple  taxation  described  above  is  solved  by  allowing 
domestic  multinational  corporations  a  credit  for  the  net  income 
taxes  they  have  paid  to  the  foreign  countries  in  which  they  do 
business.     The  amount  of  the  credit  is  limited:  foreign  income 
taxes  can  be  credited  only  to  the  extent  of  the  U.S.  tax 
allocable  to  the  taxpayer's  "foreign  source"  income.  Expressed 
as  a  fraction,  the  maximum  allowable  credit  is: 


U.S.  income  tax  X        foreign  source  taxable  income 

(on  worldwide  U.S.  consolidated  income 

income,  before  credit) 


The  effect  of  the  foreign  tax  credit  limitation  is  that  U.S. 
multinational  corporations  pay  foreign  taxes  at  the  higher  of  the 
foreign  tax  rate  or  the  U.S.  rate.     Foreign  multinationals  that 
do  business  in  the  U.S.  are  taxed  only  on  the  income  earned 
there . 

States  can  use  such  a  dual  tax  system,  too.     In  fact, 
Alabama  does  so  with  general  business  corporations.     The  dual  tax 
system  is  consistent  with  the  directives  of  the  due  process  and 
commerce  clauses.^    A  residence-based  tax  coupled  with  a  credit 
satisfies  many  of  the  objectives  of  a  good  tax,  including 
simplicity,  stability,  fairness,  and  exportability .     If  the  rate 
of  the  tax  is  not  significantly  higher  than  the  rates  in  other 
states,  it  promotes  competitiveness  and  neutrality  too. 

Although  not  as  simple  as  a  pure  residence-based  tax,  the 
residence-based  tax  with  a  credit  is  still  relatively  easy  to 
administer.     The  domiciliary  state  taxes  its  domestic  banks  on 
their  entire  income,  regardless  of  where  it  is  earned.  Then, 
those  domiciliary  banks  that  do  business  in  and  are  taxed  by 
other  states  receive  a  credit  for  the  income  taxes  they  have  paid 
to  other  states. States  will  not  face  the  administrative  and 
compliance  burdens  that  exist  in  connection  with  the  taxation  of 
international  income. Unlike  the  wide  variety  of  tax  bases 
used  by  foreign  countries,  nearly  every  state  that  imposes  a  bank 
tax  uses  a  net  income  base  that  broadly  conforms  to  the  measure 
of  the  federal  income  tax.     Thus,  states  will  seldom  need  rules 
to  define  what  is  a  creditable  tax.-^^ 
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states  can  bypass  yet  another  difficulty  in  the  application 
of  the  U.S.  tax  on  multinational  corporations  —  the  calculation 
of  the  foreign  tax  credit  limitation.     The  amount  of  the  U.S. 
foreign  tax  credit  is  limited  to  the  amount  of  U.S.  tax  that  the 
multinational  would  have  paid  on  its  foreign  source  income  if 
that  income  had  been  earned  in  the  U.S.     The  limit  is  expressed 
by  a  formula,  the  numerator  of  which  is  the  multinational 
corporations ' s  "foreign  source"  taxable  income  and  the 
denominator  of  which  is  that  entity's  worldwide  taxable  income. 
The  Internal  Revenue  Code  ("Code")  requires  that  foreign  source 
income  be  defined  by  U.S.  tax  law  rather  than  by  foreign  law.  To 
calculate  its  foreign  tax  credit  limit  therefore,  a  U.S. 
multinational  must  first  "re-source"  its  foreign  income  according 
to  the  extremely  complex  source  rules  in  sections  861-864  of  the 
Code.     These  source  rules  are  necessary  at  the  international 
level  because  no  constitutional  limits  exist  to  prevent  foreign 
countries  from  overreaching  in  their  definitions  of  foreign 
source  income.     At  the  national  level,  however,  the  due  process 
and  commerce  clauses  limit  state  definitions  of  foreign  source 
and  domestic  source  income.     Unlike  the  situation  at  the 
international  level.  The  U.S.  constitution  (rather  than  source 
rules)  prevents  overreaching  by  states.     Thus,  states  have  no 
need  for  complex  source  rules.  States  can  simply  limit  the  amount 
of  their  credit  by  reference  to  their  own  rate. 

Unlike  the  pure  residence-based  tax,  a  residence-based  tax 
with  a  credit  does  not  suffer  from  the  defects  of  multiple 
taxation.    A  simple  example  will  illustrate  this  proposition. 

Assume  that  Bank  A,  domiciled  in  State  X,  does  business  in 
and  is  taxed  by  three  states:  X,  Y  and  Z.      Assume  further 
that  Bank  A  has  $1,000,000  of  net  income  for  fiscal  year  1 
and  that  all  three  states  would  calculate  the  corporations 
income  in  the  same  manner.    All  three  states  have  a  7 
percent  tax  rate.     Bank  A  earned  income  in  all  three  states. 
State  Y  determined  that  20  percent  of  the  income  was  earned 
there  and  apportioned  $200,000  to  itself.     State  Z 
determined  that  10  percent  of  the  income  was  earned  there 
and  apportioned  $100,000  to  itself.     State  X  assesses  its 
tax  on  the  entire  net  income  of  Bank  A  but  gives  a  credit 
for  the  taxes  the  corporation  pays  to  States  Y  and  Z.  Given 
these  rules.  Bank  A  would  pay  a  $14,000  income  tax  to  State 
Y  ($200,000  X  7%  =  $14,000);  a  $7000  income  tax  to  State  Z 
($100,000  X  7%  =  $7000);  and  a  $49,000  income  tax  to  State  X 
($1,000,000  X  7%  =  $70,000  -  $21,000  tax  credit  =  $49,000). 
Thus,  Bank  A  pays  tax  on  100  percent  of  its  income,  and  its 
total  tax  liability  is  $70,000. 

Also,  unlike  the  pure  residence-based  tax,  the  residence- 
based  tax  with  a  credit  does  not  create  competitive  inequality 
between  in-state  and  out-of-state  banks.     Out-of-state  or 


7 


nondomiciliary  banks  pay  taxes  to  the  host  state  on  that  fraction 
of  the  income  that  they  earn  in  their  host  state  at  the  same  rate 
as  domiciliary  banks. -^-^    Host  state  laws  govern  the  composition 
of  the  tax  base  and  the  rate  of  the  tax    The  host  state  also 
controls  the  elements  of  the  apportionment  formula.     As  is 
discussed  in  the  next  section,  a  state  can  design  an 
apportionment  formula  that  will  maximize  their  revenue  from  out- 
of-state  banks. 

Because  most  states  use  pure  source-based  taxation  with 
formulary  apportionment  for  general  business  corporations,  the 
use  of  residence-based  taxation  with  a  credit  for  taxes  paid  to 
other  states  may  cause  some  discrimination  among  different  lines 
of  business.     On  the  one  hand,  the  total  tax  burden  on 
Corporation  A  will  be  the  same  under  formulary  apportionment  and 
a  system  of  tax  credits  as  long  as  State  A  has  a  tax  rate  which 
is  ecaial  to  or  less  than  that  of  all  other  states  taxing  the 
corporation  as  the  following  example  illustrates: 

Assume  that  Bank  A,  domiciled  in  State  X,  does  business  in 
and  is  taxed  by  three  states:  X,  Y  and  Z.      Assume  further 
that  Bank  A  has  $1,000,000  of  net  income  for  fiscal  year  1 
and  that  all  three  states  use  formulary  apportionment  to 
determine  the  tax  liability  of  Bank  A.     According  to  the 
states'  formulas,  70  percent  of  the  company's  income  is 
attributable  to  its  activities  in  State  X,  20  percent  to 
those  in  State  Y  and  10  percent  to  those  in  State  Z.     If  all 
three  states  had  the  same  7  percent  tax  rate.  Bank  A  would 
pay  $49,000  income  tax  to  State  X  (70%  x  $1,000,000  = 
$700,000  X  7%  =  $49,000);   $14,000  tax  to  State  Y   (20%  X 
$1,000,000  =  $200,000  X  7%  =  $14,000);  and  $7000  tax  to 
State  Z   (10%  X  $1,000,000  =  $100,000  x  7%  =  $7000).  Thus, 
Bank  A  pays  tax  on  100  percent  of  its  income  and  its  total 
tax  liability  is  $70,000,  which  is  the  same  tax  liability 
that  the  bank  would  have  under  a  residence-based  tax  coupled 
with  a  credit. 

On  the  other  hand.  Bank  A's  aggregate  tax  burden  will  be 
greater  if  the  domiciliary  state  uses  a  credit  system  and  a  tax 
rate  that  is  higher  than  that  of  the  host  states  that  tax  the 
bank  as  the  following  example  shows: 

State  X,  the  domiciliary  state,  has  a  tax  rate  of  9%,  State 
Y's  rate  is  8%  and  State  Z's  rate  is  7%.     State  A  taxes  the 
entire  net  income  ($1,000,000)  of  Bank  A,  and  States  Y  and  Z 
tax  20%  and  10%  respectively.     Bank  A's  aggregate  tax  burden 
is  $90,000.     It  pays  State  X  $73,000   ($1,000,000  x  9%  = 
$90,000  -  $23,000  =  $67,000);  State  Y  $16,000   ($200,000  x  8% 
=  $16,000);  State  Z  $7000   ($100,000  x  7%  =  $7000).  In 
effect,  the  bank  has  paid  tax  on  $1,000,000  at  the  rate  of  9 
percent. 
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Compare  the  result  under  formulary  apportionment  with  the  same 
9%,   8%,   7%  tax  rates: 

Bank  A's  aggregate  tax  burden  would  have  been  $86,000  rather 
than  $90,000.     It  would  have  paid  $63,000  to  State  A 
($700,000  X  9%  =  $63,000);  $16,000  to  State  Y;  and  $7000  to 
State 

This  example  assumes,  however,  that  the  situs  rules  of  the  three 
states  are  identical.     If,  as  is  shown  in  the  next  section,  the 
situs  rules  of  the  three  states  differ,  some  overlapping  taxation 
will  exist. 

It  is  important  to  note  that  by  expanding  the  definition  of 
a  "bank"  to  include  all  entities  that  engage  in  activities  in 
competition  with  banks,  all  banks  and  bank-like  entities  are 
taxed  under  the  same  scheme,  moderating  considerably  the 
discrimination  among  businesses. 

3 .     Pure  Source-Based  Tax 

Several  aspects  of  a  pure  source-based  tax  cause  it  to 
score  low  in  some  of  the  elements  of  a  good  tax,  including 
simplicity,  cost  effectiveness,  and  fairness. 

The  problems  with  pure  source-based  taxation  are  inherent  in 
the  method.     Consider  first  the  purpose  of  an  apportionment 
formula.     An  apportionment  formula  is  designed  to  measure  the 
fraction  of  a  multi jurisdictional  taxpayer's  income  that  should 
be  attributed  to  a  given  state.     The  formula  does  this  by 
comparing  the  taxpayer's  in-state  income-producing  activities 
with  such  activities  everywhere.      Therefore,  the  particular 
formula  chosen  must  reflect  how  and  where  the  taxpayer  earns  its 
income:     the  factors  represent  how  the  taxpayer  generates  its 
income,  and  the  "situs  rules"  govern  where  the  income  is  earned. 

States  have  a  long  history  with  the  use  of  formulas  to 
apportion  the  income  of  multistate  general  business  corporations. 
A  brief  review  of  state  experiences  with  general  business 
corporations  will  therefore  illustrate  the  problems  states  are 
likely  to  encounter  with  the  apportionment  of  bank  income. 

Today,  there  is  little  disagreement  among  the  states  as  to 
the  appropriate  factors  for  a  manufacturing  firm.    Most  states 
use  a  three-factor  formula  consisting  of:  property  (plant, 
machinery,  etc.),  payroll  (employees),  and  receipts  (from  the 
sales  of  goods  produced  by  the  plant,  machinery  and  employees) . 
Thus,  most  states  have  agreed  that  the  fraction  of  income  of  a 
manufacturing  company  that  should  be  attributed  to  a  given  state 
can  be  measured  by  the  following  formula: 
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property  in 
all  states 


property  in 
state  


sales  in 
state  + 


sales  in 
all  states 


payroll  ^ 
in  state 
payroll  in 
all  states 


X  apportionable 
base 


Forty-five  out  of  the  forty-six  states  (including  the  District 
Columbia)  that  levy  corporate  taxes  measured  by  net  income  have 
adopted  the  above  three-factor  formula.     In  1957,  the  above 
three-factor  formula  consisting  of  property,  payroll  and  sales, 
and  detailed  situs  rules,  were  codified  in  the  Uniform  Division 
for  Tax  Purposes  Act  (UDITPA) .     Currently,  twenty-three  states 
use  some  version  of  the  UDITPA  formula.     Yet,  because  many  of  the 
states  that  use  the  either  the  Massachusetts  formula  (with  or 
without  adopting  UDITPA)  have  modified  the  formula,  little 
unifoirmity  exists  among  the  states. For  example,  although  the 
original  formula  gave  identical  weight  to  each  of  the  three 
factors,  twelve  states  have  modified  the  relative  weight  given  to 
the  three  factors.    Massachusetts  double-weights  the  sales 
factor. 

States  modify  the  relative  weights  given  to  the  factors  in 
their  apportionment  formulas  in  order  to  accomplish  two  goals:  to 
increase  the  amount  of  revenue  assigned  to  the  state  and/or  to 
favor  domiciliary  corporations.    Typically,  states  modify  the 
evenly-weighted  formula  by  "double-weighting"  the  sales  factor. 
A  double-weighted  sales  factor  accords  to  that  factor  twice  as 
much  value  as  it  does  to  either  of  the  other  two  factors. -^^  The 
effect  of  double -weighting  the  sales  factor  is  to  favor 
domiciliary  corporations,  which  commonly  have  a  greater 
proportion  of  their  property  and  payroll  in  their  home  state, 
over  out-of-state  corporations,  which  commonly  have  a  greater 
proportion  of  their  sales  in  the  host  state. 

The  diversity  among  state  situs  rules  has  an  effect  similar 
to  double-weighting  the  sales  factor,  rendering  the  "standard" 
three-factor  formula  even  less  authoritative. ^°    The  situs  rules 
control  what  elements  shall  go  into  the  numerator  of  the  three- 
factor  formula,  thereby  increasing  or  decreasing  the  amount  of 
income  attributed  to  a  given  state.    The  choice  carries, 
therefore,  important  revenue  considerations  for  states.  Many 
states  will  seek  to  maximize  their  tax  revenue  by  adopting  situs 
rules  designed  specifically  for  that  purpose.     It  is  not 
surprising,  then,  that  after  more  than  a  half  century  of 
experience  with  apportionment  of  the  income  of  general  business 
corporations,  there  is  still  little  uniformity  among  state  situs 
rules.     States  will  likely  face  the  same  disorder  with  their 
state  bank  tax  apportionment  formulas. 
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The  differences  in  state  apportionment  formulas  and  situs 
rules  can  increase  the  total  tax  burden  of  a  multistate  bank. 
Consider  the  following  example: 

Assume  again  that  State  X  is  the  domiciliary  state  of  Bank 
A.     Bank  A  does  business  in  States  X,  Y  and  Z.     The  tax  rate 
of  all  three  states  is  7%.     According  to  the  situs  rules  of 
State  X,  Bank  A  has  earned  80%  of  its  income  there.  States 
Y  and  Z  apportion  20%  and  10%  to  themselves.     Bank  A  pays 
State  X  $56,000   ($1,000,000  x  80%  =  $800,000  x  7%  = 
$56,000);  State  Y  $14,000   ($200,000  x  7%  =  $14,000);  State  Z 
$7000  ($100,000  X  7%  =  $7000).     Bank  A  would  pay  tax  on  110% 
of  its  income  for  a  total  tax  of  $77,000. 

States  that  use  pure  source-based  taxation  have  difficulty 
formulating  situs  rules  that  are  fair  (i.e.  neutral  between  in- 
state and  out-of-state  businesses)  and  uniform  because  there  is 
an  irreconcilable  conflict  between  the  taxation  of  domiciliary 
and  nondomiciliary  banks.     In  an  interstate  environment,  the  home 
state  of  a  domiciliary  bank  is  also  the  host  state  of  a 
nondomiciliary  bank.     States  cannot,  with  one  set  of  situs  rules, 
reconcile  the  conflict  that  this  dual  role  creates.     The  situs 
rules  that  will  attribute  the  maximum  income  from  domiciliary 
banks  to  the  home  state  will  also  attribute  the  minimum  income 
from  nondomiciliary  banks  to  the  host  state  as  the  following 
example  illustrates. 

Bank  A  is  domiciled  in  State  Y  and  makes  loans  in  States  Y 
and  Z,     Bank  B  is  domiciled  in  State  Z  and  also  makes  loans 
in  States  Z  and  Y.     Assume  that  State  Y  has  situs  rules  that 
allow  it  to  include  in  the  numerator  of  its  receipts  factor 
all  interest  and  fee  income  from  loans  if  the  loans  are  made 
by  a  bank  domiciled  in  State  Y.     This  situs  rule  will  have 
the  effect  of  attributing  all  of  the  receipts  from  loans 
made  by  Bank  A  (and  other  domiciliary  banks)  to  State  Y. 
The  rule  will  also  have  the  effect  of  attributing  none  of 
the  income  of  Bank  B  to  State  Y.     If,  on  the  other  hand. 
State  Y  has  a  situs  rules  that  directs  it  to  include  in  the 
numerator  of  its  receipts  factor  all  interest  and  fee  income 
from  loans  if  the  loans  are  made  to  residents  of  State  Y,  a 
similar  conflict  arises.     This  rule  will  increase 
significantly  the  amount  of  the  income  of  Bank  B  (and  other 
nondomiciliary  banks)  attributed  to  State  Y,  but  it  will 
also  decrease  the  amount  of  income  of  Bank  A  (and  other 
domiciliary  banks)  that  is  attributed  to  State  Y.  Both 
states  have  a  legitimate  claim  to  including  the  interest  and 
fee  income  from  the  loan  in  the  numerator.     Both  states  have 
the  necessary  nexus  to  do  so.-^^ 

The  first  situs  rule  in  the  above  example  results  in  domiciliary 
banks  paying  a  disproportionately  greater  share  of  the  tax  than 
nondomiciliary  banks.     The  second  situs  rule  reverses  this 
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situation.     The  inability  of  an  apportionment  formula  to  balance 
the  share  of  taxes  paid  by  domiciliary  and  nondomiciliary  banks 
decreases  the  fairness  of  the  pure  source-based  tax. 

The  home  state/host  state  dilemma  also  decreases  the 
possibility  for  states  to  agree  upon  a  uniform  apportionment 
formula.     For  example,  a  state  that  is  the  domicile  of  many  large 
banks  can  increase  its  revenue  by  choosing  situs  rules  that 
attribute  most  of  the  income  and  assets  to  the  home  state. 
Conversely,  a  state  that  has  few  large  banks  may  be  better  able 
to  increase  its  revenue  by  choosing  situs  rules  that  attribute 
bank  income  and  assets  to  the  host  state. 

This  home  state/host  state  dilemma  does  not  exist  when  a 
state  uses  a  dual  system  of  taxation.     In  a  dual  system,  the 
apportionment  formula  is  used  only  in  connection  with  the 
taxation  of  nondomiciliary  banks;  thus,  every  state  is  a  host 
state  only  and  can  adopt  situs  rules  advantageous  to  host  state 
status.     Because  all  states  are  in  the  same  situation  vis  a  vis 
nondomiciliary  banks,  uniformity  of  state  situs  rules  should  be 
possible. 

As  noted,  two  reasons  exist  for  a  state  to  modify  its 
apportionment  formula:  to  increase  the  amount  of  revenue  assigned 
to  the  state  and/or  to  favor  their  domiciliary  corporations. 
With  a  dual  system,  the  reasons  for  altering  an  apportionment 
formula  disappear.     First,  because  the  formula  is  used  only  for 
out-of-state  corporations,  a  state  cannot  use  the  formula  to 
benefit  its  domiciliary  corporations,  either  through  modifying 
the  weight  of  a  given  factor  or  by  altering  situs  rules.  Second, 
all  states  will  gain  the  maximum  revenue  from  out-of-state 
corporations  by  using  a  uniform  single  factor  receipts  formula 
and  situs  rules  that  favor  the  market  state. 

Another  problem  with  pure  source-based  taxation  may  also 
adversely  affect  a  state's  revenues.    According  to  the  UDITPA 
situs  rules  for  general  business  corporations,  receipts  from  the 
sales  of  a  multistate  corporation  are  attributed  to  the  state  of 
the  purchaser.    This  "sales  destination"  situs  rule  allows  the 
host  or  market  state  to  include  sales  receipts  in  the  numerator 
of  its  sales  factor,  thereby  increasing  its  share  of  the  taxable 
income.     In  some  cases,  however,  the  host  state  may  not  in  fact 
tax  the  income  of  the  multistate  corporation.     For  example,  the 
host  state  may  have  narrow  jurisdiction  rules  that  preclude  such 
taxation  or  it  may  not  impose  a  corporate  income  tax  at  all. 

To  overcome  the  tax  holiday  that  the  sales  destination  situs 
rule  creates  in  the  former  situation,  UDITPA  contains  a  so-called 
"throwback  rule".     The  throwback  rule  provides  that  if  goods  are 
shipped  to  a  state  in  which  the  seller  is  not  taxable  for  lack  of 
jurisdiction,  the  receipts  from  the  sale  of  those  goods  will  be 
thrown  back  to  the  state  from  which  the  goods  were  shipped.  If, 
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however,  the  host  state  does  not  impose  a  corporate  income  tax  at 
all,  the  UDITPA  throwback  rule  does  not  apply.     In  such  a  case, 
the  receipts  from  the  sale  are  attributed  to  no  state,  creating 
"nowhere  income".     The  use  of  a  throwback  rule  is  particularly 
important  in  connection  with  the  taxation  of  bank  income.  As 
noted,  banks  increasingly  conduct  their  business  by  mail  or 
through  the  use  of  electronics,  yet  many  states  do  not  have  a 
jurisdiction  rule  that  is  broad  enough  to  tax  the  income  from 
these  activities.     If  states  choose  a  receipts  destination  situs 
rule  similar  to  the  UDITPA  rule,  they  will  aid  in  the  creation  of 
large  amounts  of  "nowhere  income"  unless  they  adopt  a  throwback 
rule  to  "assure  that  100  percent  of  income  [of  a  multistate 
taxpayer],  and  no  more  or  no  less  would  be  taxed. "^° 

Despite  its  low  score  in  some  of  the  elements  of  a  good  tax, 
a  pure  source-based  tax  ranks  high  in  one  area  —  that  of 
avoiding  discrimination  among  different  lines  of  business.  The 
reason  for  this  is  simple,  nearly  every  state  has  already  adopted 
pure  source-based  taxation  for  their  general  business 
corporations.     Yet,  significant  differences  exist  between  general 
business  corporations  and  banks  and  bank-like  entities  that  may 
diminish  the  apparent  advantage  that  pure  source-based  taxation 
enjoys  in  the  category  of  avoidance  of  discrimination  among 
different  lines  of  business.     General  business  corporations 
produce  a  tangible  product  that  is  both  visible  and  allocable  to 
one  state.     Banks,  on  the  other  hand,  deal  in  intangibles  that 
are  neither  visible  not  assignable  to  one  state;  and  unlike  the 
assets  of  general  business  corporations,  bank  assets  are  very 
mobile.     Because  a  pure-source  based  tax  is  the  most  easily 
manipulated  of  the  three  alternatives,  its  use  with  banks  and 
bank-like  entities,  which  can  readily  move  assets  among 
jurisdictions,  may  have  adverse  revenue  consequences  for  states. 
Complete  neutrality  in  the  methods  of  taxing  corporations  that  do 
business  in  a  significantly  different  manner  may  be  neither 
possible  nor  desirable.     Substantial  neutrality  —  neutrality  in 
both  rate  and  base  —  is  both  possible  and  desirable,  and  it  can 
be  accomplished  with  the  dual  system. 

C.  Summary 

Three  methods  exist  for  the  taxation  of  the  income  of  banks; 
a  pure  residence-based  tax,  a  dual  system  consisting  of  a 
residence-based  tax  with  a  credit  and  a  source-based  tax,  and  a 
pure  source-based  tax.    No  one  of  the  three  alternatives  will 
satisfy  all  seven  elements  of  a  good  tax.     A  pure  residence-based 
tax  receives  the  highest  marks  of  the  three  for  simplicity, 
stability  and  cost  effectiveness.     Because  a  pure  residence-based 
tax  is  not  subject  to  manipulation,  it  is  a  good  revenue 
producer.     Yet,  a  pure  residence-based  tax  has  several  flaws, 
including:  discrimination  between  different  lines  of  business, the 
failure  to  promote  competitive  equality  between  in-state  and  out- 
of-state  banks,  and  the  creation  of  multiple  taxation.  The 
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latter  two  flaws  are  particularly  serious  in  light  of  the 
increased  interstate  banking  activity  originating  from 
legislative  and  judicial  actions  and  technological  progress. 

A  dual  system  consisting  of  a  residence-based  tax  with  a 
credit  for  domiciliary  banks  and  a  source-based  tax  for 
nondomiciliary  banks  ranks  in  the  middle  of  the  three 
alternatives  for  simplicity,  stability  and  cost  effectiveness. 
The  dual  system  is  still  relatively  simple,  stable  and  cost 
effective.     In  addition  the  dual  system  provides  certainty, 
fairness  and  promotes  exportability.     If  the  rate  of  the  tax  is 
in  line  with  the  rates  in  other  states,  it  fosters 
competitiveness  and  neutrality,  too.     The  goal  of  creating  a 
uniform  apportionment  formula  should  be  attainable  with  the  dual 
system. 

The  dual  system  is  also  a  good  revenue  producer. 
Domiciliary  banks  are  taxed  on  their  entire  income  and  given  a 
credit  only  for  taxes  actually  paid  to  other  states.     There  is 
little  room  for  manipulation  through  shifting  assets  to  states 
having  low  or  no  income  tax  since  the  limitation  on  the  credit 
assures  that  they  will  pay  income  tax  up  to  the  Massachusetts 
rate.     Because  formulary  apportionment  would  be  used  only  by  host 
states  in  connection  with  the  taxation  of  out-of-state  banks,  no 
home  state/host  state  conflict  would  arise;  therefore,  a  state 
could  design  an  apportionment  formula  with  situs  rules  that  would 
maximize  its  revenue  from  out-of-state  banks. 

The  pure  source-based  tax  rates  the  lowest  of  the  three 
alternatives  in  simplicity,  stability  and  cost  effectiveness. 
Because  of  the  home  state/host  state  conflict  in  situs  rules, 
pure  source-based  taxation  scores  lower  than  the  dual  system  in 
exportability  and  fairness.     Pure  source-based  taxation  ranks 
about  equal  with  the  dual  system  on  the  promotion  of 
competitiveness  between  in-state  and  out-of-state  firms.  Given 
that  most  states  today,  including  Massachusetts,  use  pure  source- 
based  taxation  for  their  general  business  corporations,  that 
method  ranks  highest  of  the  three  alternatives  on  the  avoidance 
of  discrimination  among  different  lines  of  business. 

Of  the  three  alternatives,  pure  source-based  taxation 
produces  the  least  revenue,  particularly  in  an  interstate 
environment.     First,  with  pure  source-based  taxation  a  state 
cannot  design  a  single  apportionment  formula  that  will  allow  it 
to  maximize  its  revenue  from  both  in-state  and  out-of-state 
banks.     Instead,  states  must  chose  between  situs  rules  that 
result  in  diminished  revenue  from  either  domiciliary  or 
nondomiciliary  banks.     Second,  a  pure  source-based  tax  is  the 
most  manipulable  of  the  three  alternatives.     Bank  assets  and 
liabilities  are  very  mobile.     They  can  easily  be  moved  to  those 
states  that  have  a  low  or  no  income  tax.     Two  mechanisms  exist  to 
check  some  of  the  revenue  loss  created  by  the  adoption  of  a  pure 
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residence-based  tax.     A  throwback  rule  will  solve  part  of  the 
revenue  loss  problem  by  allowing  Massachusetts,   in  certain 
circumstances,  to  throw  back  (i.e.,  include  in  the  numerator  of 
its  apportionment  formula)  receipts  and  assets  not  taxed  out-of- 
state.     The  imposition  of  an  alternate  minimum  tax  would  assure  a 
minimum  level  of  taxation.     The  use  of  the  unitary  business 
principle,  however,  will  not  solve  the  problem  of  revenue  loss. 
That  principle  requires  all  banks  that  are  a  part  of  a  unitary 
business  to  combine  their  income,  increasing  the  apportionable 
base;  but  it  does  not  increase  a  state's  fractional  share  of  that 
base.     In  fact,  in  some  cases,  the  unitary  business  principle  can 
decrease  a  state's  fractional  share  by  increasing  the  denominator 
of  the  factors  to  include  gross  receipts  and/or  intangible 
property  from  the  members  of  the  entire  unitary  group. 


II.     THE  PROPOSED  NEW  MASSACHUSETTS  BANK  TAX 

A.  Overview 

The  proposed  tax  applies  to  banking  corporations,  a  phrase 
specifically  defined  in  the  statute.     The  statute  divides  banking 
corporations  into  two  groups:  domiciliary  banking  corporations 
and  nondomiciliary  banking  corporations.    According  to  the 
proposal,  the  Commonwealth  would  tax  domiciliary  banks  using 
residence-based  principles  and  nondomiciliary  banks  using  source- 
based  principles.    A  single  factor  receipts  formula  is  used  for 
purposes  of  the  source  component  of  the  tax. 

The  proposed  law  would  apply  to  out-of-state  banking 
corporations  that  conduct  activities  within  Massachusetts  by 
mail,  through  electronics,  as  well  as  at  office  locations. 
Therefore,  the  statute  also  contains  a  provision  requiring  such 
banking  corporations  to  identify  themselves  by  filing  an 
activities  report  with  the  Department  of  Revenue.     The  proposal 
would  require  corporations  to  file  combined  reports  with  the 
members  of  their  unitary  group.     Finally,  the  statute  has  a 
sunset  provision. 

B.  Analysis  of  Pertinent  Sections 

1.     Definition  of  the  Entities  Subject  to  the  New  Tax 

The  current  Massachusetts  bank  tax  applies  only  to  a  bank  or 
thrift  that  is  (a)  chartered  by  the  federal  government,  by  the 
Commonwealth,  or  by  a  foreign  country  and  (b)  accepts  insured 
deposits  in  the  state.     Consequently,  the  Commonwealth  cannot  tax 
a  bank  that  is  chartered  by  another  state  even  if  the  out-of- 
state  bank  is  doing  business  in  Massachusetts  and  even  if  it 
solicits  insured  deposits  in  the  Commonwealth. 

The  proposal  enlarges  the  number  of  entities  subject  to  the 
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bank  tax.     According  to  the  new  law,  all  "banking  corporations" 
will  pay  the  same  tax.     The  expanded  definition  should  solve  one 
of  the  problems  noted  in  an  earlier  study  of  the  Massachusetts 
bank  tax:  the  mismatch  and  revenue  loss  that  ensues  when  the 
Commonwealth  taxes  bank-like  entities  (such  as  loan  production 
offices)  under  an  apportionment  formula  designed  for  general 
business  corporations.     Because  the  broader  definition  applies  in 
an  evenhanded  manner  to  like  entities,  it  increases  the  fairness 
of  the  tax. 

2.  Tax  Rate 

As  noted  in  the  previous  study,  the  state's  current  nominal 
bank  tax  rate  of  12.54  percent  is  higher  than  both  the  national 
average  of  the  tax  rates  of  other  states  and  the  Massachusetts 
tax  rate  on  general  business  corporations.     As  a  result, 
Massachusetts  banks  face  a  competitive  disadvantage  vis  a  vis 
banks  in  other  states  and  general  business  corporations  within 
the  Commonwealth. 

The  proposed  rate  is  10.5  percent.  The  lower  rate  should 
increase  the  competitiveness  of  Massachusetts  banks  throughout 
the  nation  and  achieve  tax  neutrality  vis  a  vis  general  business 
corporations.     Although  the  nominal  tax  rate  on  banking 
corporations  remains  higher  than  the  rate  on  general  business 
corporations,  the  new  tax  rate  is  thought  to  equalize  the  tax 
burden  on  the  two  kinds  of  entities.    Unlike  general  business 
corporations,  banking  corporations  are  not  subject  to  an 
additional  net  worth  tax;  the  higher  bank  tax  rate  reflects  this 
difference. 

3.  Tax  base 

The  proposal  allows  banking  corporations  to  deduct  expenses 
against  income  that  is  taxed  by  the  Commonwealth  by  providing 
that  sections  171  (a) (2) ,  265,  and  291  of  the  Federal  Internal 
Revenue  Code  do  not  apply.     The  proposed  law  also  allows  banking 
corporations  to  deduct  dividends  received  from  subsidiary 
corporations  that  are  more  than  15  percent  owned.     The  deduction 
is  limited,  however,  to  dividends  paid  to  subsidiary  corporations 
that  are  subject  to  the  Commonwealth's  income  tax. 

For  purposes  of  the  residence-based  tax  on  domiciliary 
banks,  the  new  law  retains  the  current  definition  of  gross 
income.     For  purposes  of  the  source-based  tax,  the  proposal 
defines  "gross  income"  by  reference  to  the  Federal  Internal 
Revenue  Code  ("Code") ,  plus  the  interest  from  bonds,  notes  and 
evidences  of  indebtedness  of  any  state,  including  the 
Commonwealth . 
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4.     Method  of  Taxation:  Residence-Based  Taxation  of 
Domiciliary  Banks  and  Source-Based  Taxation  of 
Nondomiciliary  Banks 

The  proposed  law  consists  of  a  residence-based  tax  with  a 
credit  for  domiciliary  banks  and  a  source-based  tax  for 
nondomiciliary  banks.     The  use  of  the  dual  system  should  solve 
two  problems:  the  first  is  based  on  constitutional  concerns  and 
the  second  is  based  on  revenue  considerations.     First,  as  noted 
in  the  previous  study,  the  current  Massachusetts  bank  tax  is  also 
a  residence-based  tax.     The  current  tax,  however,   fails  to 
provide  a  credit  for  taxes  paid  to  other  states  and  so  could  lead 
to  multiple  taxation  in  violation  of  the  commerce  clause.  The 
proposed  tax  overcomes  this  defect  by  allowing  domiciliary  banks 
a  credit  for  taxes  paid  to  other  states.     The  amount  of  the 
credit  is  limited  to  the  amount  of  tax  actually  paid,  but  not  to 
exceed  the  amount  of  tax  that  would  have  been  paid  under  the 
Massachusetts  tax  rate.     The  limit  is  designed  to  prevent  the  tax 
credit  from  reducing  or  eliminating  the  Massachusetts  tax  on 
income  from  sources  within  Massachusetts.     For  example,  assume 
that  the  Massachusetts  bank  income  tax  rate  is  10  percent  and  the 
rate  of  State  Y  is  12  percent.    Assume  further  that  a 
Massachusetts  bank,  which  did  business  in  the  Commonwealth  and  in 
State  Y,  earned  $2000  income,  $1000  of  which  was  taxed  by  State 
Y.     Under  the  above  rates,  the  bank  would  pay  $120  to  State  Y  and 
$200  before  credit  to  the  Commonwealth.     Allowing  the  full  credit 
would  reduce  the  Massachusetts  tax  to  $80,  an  amount  that  is  less 
than  the  $100  due  on  the  Massachusetts  source  income  alone  (10 
percent  x  $1000  =  $100)  . 

Second,  the  use  of  the  dual  system  will  check  what  could 
become  a  significant  loss  of  revenue  to  the  Commonwealth  if  it 
chooses  a  pure  source-based  tax.     As  noted  in  the  previous  study, 
the  switch  from  a  residence-based  bank  tax  to  a  straight  source- 
based  tax  will  result  in  a  significant  loss  of  revenue  to  the 
Commonwealth  by  allowing  domiciliary  banks  to  apportion  income 
out  of  the  state  for  the  first  time.     A  1985  study  by  Peat, 
Marwick,  Mitchell  &  Co.  reported  that  Massachusetts  should 
recover  some  of  the  lost  revenue  by  taxing  out-of-state  banking 
corporations  using  a  broad  tax  jurisdiction  rule. 

It  is  not  clear,  however,  that  the  Commonwealth  can  recoup 
the  loss  of  revenue  by  taxing  the  income  of  out-of-state  banks. 
First,  in  order  to  tax  out-of-state  banks,  the  Commonwealth  will 
need  to  monitor  effectively  the  in-state  activities  of  out-of- 
state  banking  corporations.     Because  these  corporations  do  not 
produce  and  sell  a  tangible  product  and  because  banks  can  easily 
create  assets  and  gather  deposits  without  regard  to  the  actual 
location  of  the  bank,  the  in-state  activities  of  out-of-state 
banking  corporations  are  hard  to  detect.     As  discussed  in  the 
following  section  on  jurisdiction  rules  and  reporting  statutes, 
it  is  uncertain  whether  the  Commonwealth  will  be  able  to  identify 
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and  tax  out-of-state  banks.     Second,  as  noted,  with  pure  source- 
based  taxation  a  state  cannot  design  a  single  apportionment 
formula  that  will  allow  it  to  maximize  its  revenue  from  both  in- 
state and  out-of-state  banks.     Instead,  states  must  chose  between 
situs  rules  that  result  in  diminished  revenue  from  either 
domiciliary  or  nondomiciliary  banks. 

Unlike  the  pure  source-based  tax,  the  dual  system  is  a  good 
revenue  producer.     Domiciliary  banks  are  taxed  on  their  entire 
income  and  given  a  credit  only  for  taxes  actually  paid  to  other 
states.     There  is  little  room  for  manipulation  through  shifting 
assets  to  states  having  low  or  no  income  tax  since  the  limitation 
on  the  credit  assures  that  banks  will  pay  income  tax  up  to  the 
Massachusetts  rate.     Because  formulary  apportionment  will  be  used 
only  in  connection  with  the  taxation  of  out-of-state  banks,  no 
home  state/host  state  conflict  arises.     To  maximize  revenue  from 
out-of-state  banks,  the  proposed  law  contains  a  single  factor 
receipts  formula  with  situs  rules  that  are  advantageous  to  a  host 
or  market  state.     For  example:   (a)  receipts  from  unsecured 
commercial  loans  are  attributed  to  the  state  in  which  the 
proceeds  of  the  loan  are  to  be  applied,  or  to  the  state  in  which 
the  business  applied  for  the  loan;  receipts  from  unsecured 
consumer  loans  are  attributed  to  the  state  in  which  the  borrower 
resides;   (b)  receipts  from  investments  in  securities  are 
apportioned  among  states  in  which  the  banking  corporation 
transacts  business  based  upon  the  ratio  of  deposits  within  a 
state  to  deposits  in  all  states;  and  (c)  receipts  from  the 
performance  of  fiduciary  and  other  services  are  attributed  to  the 
state  in  which  the  benefits  of  the  services  are  consumed. 

Other  advantages  argue  for  the  use  of  the  dual  system.  As 
noted,  the  dual  system  of  income  taxation  ranks  in  the  middle  of 
the  three  alternatives  for  simplicity,  stability  and  cost 
effectiveness.     The  dual  system  is  still  relatively  simple, 
stable  and  cost  effective.     In  addition  the  dual  system  provides 
certainty,  fairness  and  promotes  exportability .     If  the  rate  of 
the  tax  is  in  line  with  the  rates  in  other  states,  it  fosters 
competitiveness  and  neutrality  too. 

Because  the  Commonwealth  uses  a  pure  residence-based  tax  for 
its  general  business  corporations,  there  is  some  loss  in 
neutrality  with  the  use  of  the  dual  system.     By  defining  a  "bank" 
to  include  bank-like  entities  as  well  as  traditional  depository 
banks,  however,  the  statute  creates  neutrality  among  competing 
institutions.     The  potential  loss  in  neutrality  is,  therefore, 
small  and  the  gains  in  simplicity^-^  and  cost  ef f ectiveness^^  are 
great. 

5.     Jurisdiction  Rules  and  Reporting  Statute 

As  noted  banks  can  and  do  conduct  business  in  many  states 
without  having  a  physical  location  there.     Many  banks  regularly 
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conduct  their  activities  of  making  loans  and  soliciting  deposits 
by  mail,  telephone  or  electronic  means.     As  electronic 
communications  systems  become  more  sophisticated,  such  interstate 
branchless  banking  will  increase.     Such  an  environment  renders 
jurisdiction  rules  based  upon  a  physical  location  obsolete. 
According  to  the  proposed  law,  therefore,  the  Commonwealth  will 
assert  tax  jurisdiction  over  out-of-state  banks  that  transact 
business  there  with  or  without  a  physical  location.     For  example, 
an  out-of-state  bank  that  regularly  solicits  customers  in  the 
Commonwealth  will  become  subject  to  the  state's  tax  jurisdiction. 
The  proposed  law  contains  a  presumption  that  a  bank  is  regularly 
engaged  in  activities  within  the  Commonwealth  if  it  conducts  any 
of  the  above  activities  with  twenty  or  more  residents  during  any 
tax  period. 

It  is  not  enough  to  have  a  statute  that  allows  the 
Commonwealth  to  assert  jurisdiction  over  out-of-state  branchless 
banks,  however.     Broad  jurisdiction  rules  allow  a  state  to  tax  an 
out-of-state  branchless  bank,  but  they  do  not  provide  a  mechanism 
for  identifying  which  entities  are  taxable.    Assuming  that  it  is 
possible  for  the  Commonwealth  to  detect  the  existence  of 
branchless  bank,  it  still  cannot  tax  such  an  entity  unless  the 
activities  of  the  branchless  bank  have  met  the  constitutionally 
required  threshold.     An  attempt  to  assert  tax  jurisdiction  over  a 
branchless  bank  without  some  proof  of  the  extent  of  its 
activities  within  the  Commonwealth  would  inevitably  lead  to 
protracted  litigation  over  the  constitutionality  of  the  tax.  The 
issue  would  have  to  be  litigated  again  with  each  separate 
branchless  bank  since  the  extent  of  the  activities  of  each  such 
entity  would  vary. 

To  overcome  this  problem,  some  states  have  turned  to 
reporting  statutes.     Typically,  such  statutes  require  all  foreign 
corporations  that  have  not  received  a  license  to  do  business  in 
the  state  or  that  have  not  filed  a  tax  return  for  the  year  in 
question  to  file  a  Notice  of  Business  Activities.     Because  a 
reporting  statute  does  not  in  itself  subject  the  foreign 
corporation  to  tax,  the  use  of  such  a  statute  solves  the  problem 
of  case  by  case  litigation  over  the  taxability  of  each  branchless 
bank.     Because  a  reporting  act  does  not  subject  a  foreign 
corporation  to  any  tax  liability  or  result  in  any  other 
consequences,  there  is  no  need  for  a  case  by  case  determination 
of  the  constitutionality  of  the  act.^-^ 

Other  problems  have  arisen,  however,  with  the  penalty 
provisions  of  reporting  statutes.     Typically,  the  failure  to  file 
results  in  certain  penalties,  including  the  loss  of  access  to  the 
state's  courts.     The  validity  of  such  penalties  is  in  doubt.  In 
1952  case,  a  U.S.  District  Court  in  Massachusetts  considered  the 
validity  of  a  similar  reporting  statute. The  Bank  of  America 
contested  the  Massachusetts  law  when,  because  of  its  failure  to 
register  as  required  by  state  law,  it  was  faced  with  the  loss  of 
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access  to  the  state's  courts.     The  court  refused  to  uphold  the 
law,  holding  in  the  alternative  that:    (a)  the  law  was  not 
intended  to  apply  to  national  banks,  or  (b)   if  the  law  was 
intended  to  apply  to  national  banks,  it  was  unconstitutional. 

Recently  the  New  Jersey  supreme  court  reviewed  First  Family 
Mortq.  Corp.  v.  Durham^ ^.  a  case  that  presented  a  challenge  to  a 
similar  New  Jersey  reporting  statute.     The  statute  in  question 
required  foreign  corporations  conducting  activities  in  the  state 
to  file  an  Activities  Report  with  the  Director  of  the  Division  of 
Taxation.     The  failure  to  file  the  report  barred  foreign 
corporations  from  the  use  of  courts  in  New  Jersey  "for  all 
contracts  executed  and  all  causes  of  action  that  arose  . . .  prior 
to  the  end  of  the  last  accounting  period  for  which  the 
corporation  failed  to  file  a  required  timely  report." 

First  Family  Mortgage  Corporation,  a  Florida  corporation 
that  was  not  authorized  to  do  business  in  New  Jersey,  acquired 
fifty-four  home  mortgages  on  New  Jersey  homes.    Although  it  came 
squarely  within  the  terms  of  the  New  Jersey  law.  First  Family 
failed  to  file  an  activities  report.    When  Linda  Durham,  the 
owner  of  one  of  the  homes  mortgaged,  defaulted  on  her  mortgage 
payments.  First  Family  initiated  a  foreclosure  action  in  a  New 
Jersey  court.     Durham  moved  to  dismiss  the  case  on  grounds  that 
First  Family  did  not  comply  with  the  reporting  statute.  First 
Family  challenged  the  reporting  statute  claiming  that  by 
prohibiting  access  to  the  state's  courts,  the  statute  violated 
the  commerce  clause.     The  New  Jersey  supreme  court  agreed  and 
struck  down  the  portion  of  the  statute  that  barred  access  to  the 
state's  courts  as  violating  the  commerce  clause. 

These  cases  cast  doubt  on  the  ability  of  states  to  enforce 
effectively  broad  jurisdiction  statutes.     Under  such 
circumstances  fiscal  caution  appears  warranted.     After  the 
legality  and  effectiveness  of  reporting  statutes  have  been  tested 
and  proven,  the  Commonwealth  can  re-evaluate  the  use  of  an 
apportionment  scheme  for  all  banking  corporations. 

6.     Combined  Reporting 

The  previous  report  noted  that  the  provision  for  the  filing 
of  combined  reports  in  the  state's  general  corporation  statute 
gave  such  corporations  a  relative  advantage  over  banks.  The 
proposed  law  would  make  the  filing  of  combined  reports  mandatory 
for  unitary  groups.    A  mandatory  provision  is  fair  in  that  it 
prevents  both  taxpayers  state  revenue  authorities  from  choosing 
combined  reporting  only  when  it  is  to  their  advantage.     For  the 
Commonwealth  such  a  provision  would  protect  the  revenue  base  and 
the  integrity  of  its  franchise  tax  by  preventing,  for  example, 
tax  planning  techniques  such  as  the  following: 
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Bank  X  is  a  domiciliary  bank  of  State  A.     State  A  has  a 
franchise  tax  and  taxes  federal  securities.     Bank  X  can 
avoid  the  tax  on  federal  obligations  by  transferring  its 
federal  securities  to  Subsidiary  Y  located  in  State  B,  a 
state  that  does  not  have  a  bank  franchise  tax  and  cannot, 
therefore,  tax  the  income  from  such  securities. 

Under  the  new  law,  the  Department  of  Revenue  could  require  Bank  X 
and  Subsidiary  C  to  file  a  combined  report.     Banks  can  benefit 
too  from  combined  reporting,  which  allows  them  to  compute  their 
income  as  a  group,  subtracting  the  losses  of  one  or  more 
subsidiaries  of  the  combined  group  from  the  income  of  other 
affiliates. 

A  mandatory  combined  reporting  rule  for  banking  corporations 
would  be  broader  than  the  rule  for  general  business  corporations, 
decreasing  somewhat  the  neutrality  of  the  bank  tax.  Absolute 
parity  between  the  two  taxes  is  unrealistic,  however.  Unlike 
general  business  corporations,  which  can  move  their  operations 
only  by  transporting  real  and  tangible  property  and  employees 
out-of-state,  banks  are  able  to  move  their  intangible  property 
merely  by  making  a  change  in  their  books. ^ 6 

The  unitary  business  principle  is  fully  compatible  with  a 
dual  tax  system.     A  residence-based  tax  is  easily  translatable 
into  the  source-based  tax  that  is  necessary  for  combined 
reporting.     A  residence-based  tax  can  be  represented  by  an 
apportionment  formula  that  attributes  100  percent  of  the  factors 
(i.e.  gross  receipts,  intangible  property  etc.)  to  the 
domiciliary  state.     Once  the  residence-based  tax  is  transformed 
into  a  source-based  apportionment  formula,  the  factors  of  all  of 
the  members  of  the  unitary  group  (from  within  and  without  the 
Commonwealth)  can  be  combined  to  determine  what  fraction  of  the 
combined  apportionable  income  base  is  attributable  to 
Massachusetts.     The  actual  tax  is  then  calculated  by  applying  the 
rate  to  the  Massachusetts  base  and  subtracting  the  credit. 

7.     Provision  for  Sunset  and  Review 

Few  states  have  revised  their  bank  tax  laws,  and  those  that 
have  done  so  have  chosen  different  apportionment  formulas, 
jurisdiction  rules  and  bases.     It  is  difficult,  therefore,  to 
gather  meaningful  data  on  the  revenue  and  administrative  impact 
of  bank  tax  revisions.     Studies  for  the  Commonwealth  have 
indicated  that  any  bank  tax  revision  will  result  in  a  loss  of 
revenue,  although  the  magnitude  of  the  revenue  loss  is  not 
certain.     For  these  reasons,  the  proposed  law  contains  a 
provision  for  sunset  and  review.     After  five  years  experience 
with  the  new  bank  tax,  the  Commonwealth  will  be  in  a  good 
position  to  evaluate  the  new  tax,  determine  its  revenue  impact 
and  make  any  needed  adjustments.     The  sunset  section  contains  a 
default  provision.     If  the  legislature  fails  either  to  renew  the 
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dual  tax  system  or  to  propose  an  alternative  tax  within  the  time 
period  set  forth  in  the  statute,  the  current  tax  scheme  is 
reinstated. 

8.     Provision  for  Regulations 

A  very  few  states  do  not  use  a  traditional  income  tax  for 
banks.     In  the  New  England  region,  Maine  is  one  such  state.  The 
proposed  law  contains  a  provision,  therefore,  requiring  the 
Department  of  Revenue  to  pass  regulations  defining  a  creditable 
tax  and  describing  acceptable  methods  for  translating  the  rates 
of  nontraditional  bank  taxes  into  an  income  tax  rate.    A  rate 
conversion  for  the  Maine  tax  already  exists. 


SUMMARY 

Three  methods  exist  for  the  taxation  of  the  income  of  banks: 
a  pure  residence-based  tax,  a  dual  system  consisting  of  a 
residence-based  tax  with  a  credit  and  a  source-based  tax,  and  a 
pure  source-based  tax.     No  one  of  the  three  alternatives  will 
satisfy  all  seven  elements  of  a  good  tax.     A  pure  residence-based 
tax  receives  the  highest  marks  of  the  three  for  simplicity, 
stability  and  cost  effectiveness.     Because  a  pure  residence-based 
tax  is  not  subject  to  manipulation,  it  is  a  good  revenue 
producer.     Yet,  a  pure  residence-based  tax  has  several  flaws, 
including:  discrimination  between  different  lines  of  business, the 
failure  to  promote  competitive  equality  between  in-state  and  out- 
of-state  banks,  and  the  creation  of  multiple  taxation.  The 
latter  two  flaws  are  particularly  serious  in  light  of  the 
increased  interstate  banking  activity  originating  from 
legislative  and  judicial  actions  and  technological  progress.  It 
is  likely  that  in  an  interstate  environment  a  pure  residence- 
based  tax  is  unconstitutional. 

A  dual  system  consisting  of  a  residence-based  tax  with  a 
credit  for  domiciliary  banks  and  a  source-based  tax  for 
nondomiciliary  banks  ranks  in  the  middle  of  the  three 
alternatives  for  simplicity,  stability  and  cost  effectiveness. 
The  dual  system  is  still  relatively  simple,  stable  and  cost 
effective.     In  addition  the  dual  system  provides  certainty  and 
fairness,  and  promotes  exportability  and  uniformity.     If  the  rate 
of  the  tax  is  in  line  with  the  rates  in  other  states,  it  fosters 
competitiveness  and  neutrality  too.     The  dual  system  cannot 
produce  multiple  taxation  in  violation  of  the  U.S.  constitution. 

The  dual  system  is  also  a  good  revenue  producer. 
Domiciliary  banks  are  taxed  on  their  entire  income  and  given  a 
credit  only  for  taxes  actually  paid  to  other  states.  There  is 
little  room  for  manipulation  through  shifting  assets  to  states 
having  low  or  no  income  tax  since  the  limitation  on  the  credit 
assures  that  they  will  pay  income  tax  up  to  the  Massachusetts 
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rate.     Because  formulary  apportionment  is  used  only  by  host 
states  in  connection  with  the  taxation  of  out-of-state  banks,  no 
home  state/host  state  conflict  would  arise;  therefore,  a  state 
can  design  an  apportionment  formula  with  situs  rules  that  will 
maximize  its  revenue  from  out-of-state  banks. 

The  pure  source-based  tax  rates  the  lowest  of  the  three 
alternatives  in  simplicity,  stability  and  cost  effectiveness. 
Because  of  the  home  state/host  state  conflict  in  situs  rules, 
pure  source-based  taxation  scores  lower  than  the  dual  system  in 
exportability  and  fairness.     Pure  source-based  taxation  ranks 
about  equal  with  the  dual  system  on  the  promotion  of 
competitiveness  between  in-state  and  out-of-state  firms.  Given 
that  most  states  today,  including  Massachusetts,  use  pure  source- 
based  taxation  for  their  general  business  corporations,  that 
method  ranks  highest  of  the  three  alternatives  on  the  avoidance 
of  discrimination  among  different  lines  of  business. 

Of  the  three  alternatives,  pure  source-based  taxation 
produces  the  least  revenue,  particularly  in  an  interstate 
environment.     First,  with  pure  source-based  taxation  a  state 
cannot  design  a  single  apportionment  formula  that  will  allow  it 
to  maximize  its  revenue  from  both  in-state  and  out-of-state 
banks.     Instead,  states  must  chose  between  situs  rules  that 
result  in  diminished  revenue  from  either  domiciliary  or 
nondomiciliary  banks.     Second,  a  pure  source-based  tax  is  the 
most  manipulable  of  the  three  alternatives.     Bank  assets  and 
liabilities  are  very  mobile.    They  can  easily  be  moved  to  those 
states  that  have  a  low  or  no  income  tax. 

The  proposed  tax  adopts  the  dual  system  of  bank  income 
taxation  as  the  method  that  best  meets  the  criteria  of  a  good 
tax.     This  alternative  will  also  result  in  a  much  smaller  revenue 
loss  to  the  Commonwealth  than  would  a  pure  source-based  tax. 

Other  provisions  of  the  proposed  tax  cure  the  remaining 
defects  in  the  Massachusetts  bank  tax  noted  in  the  previous 
report.     Specifically,  the  new  law  contains  provisions  for 
combined  reporting  and  for  restructuring  the  tax  base  to  bring 
the  bank  tax  in  line  with  the  tax  on  general  business 
corporations,  increasing  the  neutrality  and  fairness  of  the  bank 
tax.     The  proposal  reduces  the  tax  rate,  increasing  the 
competitiveness  of  the  tax  both  locally  and  nationally,  and 
increases  the  exportability  of  the  tax  by  expanding  the  state's 
tax  jurisdiction  rules,  using  source-taxation,  and  enlarging  the 
definition  of  a  bank.     A  sunset  and  review  provision  allows  the 
legislature  to  evaluate  the  revenue  effects  of  the  tax  and  to 
make  any  needed  changes. 
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6.  Thirty-five  states  responded  to  the  survey.    Results  of  a 
more  recent  survey  which  yielded  a  greater  number  of  responses 
will  soon  be  available. 

7.  See,  e.g.  1987  Minn.  Statutes  290.01  (5).     Such  a  tax  should 
be  constitutional.     See,  e.g.  McCray,  "Overturning  Bellas  Hess: 
Due  Process  Considerations",  1985  B.Y.U.  L.  Rev.  265;  McCray, 
"State  Taxation  of  Interstate  Banking",  21  GA  L.  REV.  283  (1986). 

8.  See,  McCray,  "Constitutional  Issues  in  State  Apportionment  of 
Income:  Financial  Institutions",  in  press  ALB.  L.  REV.  July,  1988. 

9.  See,  McCray,  "Constitutional  Issues  in  State  Apportionment  of 
Income",  in  press  ALB.  L.  REV.  July,  1988. 

10.  The  credit  system  is  more  complex  for  those  states  that  tax 
the  worldwide  income  of  their  domiciliary  banks.     In  such  a  case, 
a  state  would  allow  its  domiciliary  banks  a  prorated  share  of  the 
foreign  tax  credit  calculated  under  the  federal  rules.  The 
federal  foreign  tax  credit  would  be  prorated  among  the  states  in 
which  the  bank  did  business  according  to  each  state's 
apportionment  formula. 

11.  Many  commentators  have  noted  the  complexity  of  U.S.  system; 
particularly  the  calculation  of  the  foreign  tax  credit  and  the 
application  of  the  source  rules.     For  example,  the  Internal 
Revenue  Code  ("Code")  gives  a  tax  credit  only  for  "net  income 
taxes"  paid  to  foreign  countries.     Many  foreign  countries  levy 
"taxes"  that  bear  little  resemblance  to  the  U.S.  net  income  tax, 
and  the  Internal  Revenue  Code  does  not  permit  multinationals  to 
claim  a  credit  against  such  charges.     For  this  reason  the 
Internal  Revenue  Code  contains  intricate  rules  that  control  which 


24 


foreign  charges  are  creditable. 


12.  In  the  New  England  region,  Maine  is  the  one  state  that  does 
not  impose  a  traditional  net  income  tax  on  banks.     In  such  a 
circumstance,  regulations  would  establish  the  procedures  to 
govern  the  credibility  of  the  tax  and  to  translate  the  rate  into 
a  net  income  rate.     This  latter  task  has  already  been  done. 
Phone  conversation  with  John  Hart,  Vice  President  &  Corporate  Tax 
Director,  Bank  of  New  England  Corporation,  June  2,  1988. 

13.  The  U.S.  constitution  prevents  a  state  from  levying  a 
residence-based  tax,  even  with  a  credit,  on  nondomiciliary 
corporations.     Consequently,  a  state  must  devise  an  apportionment 
formula  for  out-of-state  banks. 


14.  However,  such  disparities  are  inherent  in  the  differing  rate 
structures  not  in  the  tax  credit  system  itself.     A  state  tax 
system  that  is  internally  consistent  as  is  the  one  described  here 
is  not  unconstitutional  simply  because  the  tax  scheme  of  another 
state  increases  the  aggregate  tax  burden  on  a  multistate 
corporation.     Armco.  Inc.  v.  Hardesty.  467  U.S.  638,  644-45 
(1984);  Mobil  Oil  Corp.  v.  Comm'r  of  Taxes.  445  U.S.  425  (1980); 
McCray,  "Constitutional  Issues  in  State  Apportionment  of  Income: 
Financial  Institutions",  in  press,  ALB.  L.  REV.  July,  1988. 

15.  See,  J.  Hellerstein,  State  Taxation.  495-536   (1983) , 

16.  The  resulting  formula  looks  as  follows: 
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property  in 
all  states 


sales  in 
state  + 
sales  in 
all  states 


sales  in 
state  + 
sales  in 
all  states 


payroll 
in  state 
payroll  in 
all  states 


X  apportionable 
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17.  Historically,  domiciliary  manufacturing  corporations  have 
benefitted  the  most.     Consider  the  following  examples. 

Situation  1.     Effect  of  a  Double-Weighted  Sales  Factor  on 
Domiciliary  Corporations 


Assume  that  60  percent  of  a  taxpayer's  property,  60  percent 
of  its  payroll,  and  25  percent  of  its  sales  were  in  State  X. 
If  State  X  weighted  each  of  those  factors  evenly,  then,  the 
average  of  those  three  factors  would  be  145  percent  divided 
by  3  or  48.33  percent.     With  an  evenly-weighted  formula, 
48.33  percent  of  the  taxpayer's  apportionable  income  would 
be  attributed  to  State  X  for  corporate  income  tax  purposes. 
Now  suppose  that  State  X  modifies  its  formula  to  double- 
weight  the  sales  factor.     The  effect  would  be  to  reduce  the 
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percentage  of  income  attributed  to  State  X  to  4  2.5  percent 
[(.60  +  .60  +  2x  .25)/4  =  .425  =  42.5%].     The  bias  in  favor 
of  domiciliary  corporations  with  a  double-weighted  sales 
factor  is  even  greater  if  the  taxpayer  has  a  greater  portion 
of  its  property  and  payroll  in  the  state  and  still  makes  a 
major  portion  of  its  sales  to  out-of-state  buyers.  Suppose 
that  the  mix  is  90  percent  property,  90  percent  payroll,  and 
15  percent  sales  in-state.     The  evenly-weighted  formula  will 
attribute  65  percent  of  the  taxpayer's  income  to  State  X 
[(.90  +  .90  +  .15)/3    =  .65].     The  same  mix  will  produce  a 
percentage  of  only  52.5  percent  under  the  double-weighted 
sales  factor  formula  [(.90  +  .90  +  2x  .15)/4  =  52.5%]. 

Situation  2.     The  Effect  of  a  Double-Weighted  Sales  Factor  on 
Out-of-state  Corporations 

Assume  that  the  out-of-state  taxpayer  has  only  5  percent  of 
its  property  and  5  percent  of  its  payroll  within  State  X  but 
makes  20  percent  of  its  sales  into  State  X.     The  evenly- 
weighted  three-factor  formula  attribute  10  percent  of  the 
taxpayer's  income  to  State  X  [(.05  +  .05  +  .20)/3  =  .1  = 
10%].     The  double-weighted  sales  factor  will  increase  that 
percentage  to  12.5  percent  [(.05  +  .05  +  2x  .20)/4  =  12.5]. 


Eugene  Corrigan,  Executive  Counsel  to  the  Multistate  Tax 
Commission,  provided  the  examples.     For  a  good  discussion  of 
state  modifications  to  the  UDITPA  sales  factor,  see  his  article 
in  the  Multistate  Tax  Review,  Volume  2,  p.  9,  June,  1987. 


18.  Id. 


19.     See  McCray,  "Overturning  Bellas  Hesst  Due  Process 
Considerations,  1985  B.Y.U.  L.  REV.  265;  McCray  "State  Taxation 
of  Interstate  Banking",  21  GA.  L.  REV.  283  (1986). 


20.  Pierce,  "The  Uniform  Division  of  Income  for  State  Tax 
Purposes,"  35  TAXES  747,748   (1957).     A  thorough  discussion  of  the 
intricacies  of  throwback  rules  can  be  found  in  Corrigan, 
"Throwbacks  and  Throwouts,  Redux,   1988  MULTISTATE  TAX  REV.  9. 

21.  Fortunately,  states  will  not  face  the  administrative  and 
compliance  burdens  that  exist  in  the  U.S.  residence-based  tax 
system  used  in  the  taxation  of  international  income.  Nearly  every 
state  that  impose  a  corporate  income  tax  use  a  net  income  base 
that  broadly  conforms  to  the  measure  of  the  federal  income  tax, 
therefore,  states  will  seldom  need  rules  to  define  what  is  a 
creditable  tax. 
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22.  A  residence-based  tax  system  will  be  cost  effective  because 

(a)  it  is  far  simpler  to  administer  than  an  apportioned  tax,  and 

(b)  it  does  not  allow  income  to  go  untaxed  by  slipping  through 
the  cracks.     This  latter  point  is  particularly  important  with  the 
state's  bank  tax  because  to  date  only  one  state  (Minnesota) 
currently  has  a  broad  enough  tax  jurisdiction  rule  to  reach  the 
income  of  Massachusetts  banks  that  transact  activities  solely  by 
mail  or  through  electronic  means.     If  the  Commonwealth  allows  its 
domestic  banks  to  apportion  income  out  of  Massachusetts  based 
upon  a  broad  apportionment  rule,  that  income  will  not  be  taxed  by 
any  state  (except  Minnesota) .     The  Commonwealth  will  then  face 
the  choice  of  either  letting  such  income  slip  through  the  cracks 
or  applying  a  throwback  rule. 

23.  See  First  Family  Mortg.  v.  Durham.  528  A2d  1288  (1987),  U.S. 
App.  Pending. 


24.  Bank  of  America,  National  Trust  &  Savings  Ass'n.  v  Lima.  103 
F.  Supp.   916   (D.  Mass,   1952) . 

25.  528  A2d  1288   (1987),  U.S.  App.  pending. 

26.  H.  Rep't.  No.  99-426,   99th  Congress,   1st  Session  393  (1986). 

27.  Phone  conversation  with  John  Hart,  Vice  President  & 
Corporate  Tax  Director,  Bank  of  New  England  Corporation,  June  2, 
1988. 


27 


APPENDIX  A 


1.  Comment;  The  allowance  of  a  full  credit  for  taxes  paid  to 
other  states  may  remove  any  incentive  for  a  Massachusetts  bank  to 
contest  out-of-state  tax  liability. 

Response;     Although  not  further  explained  by  the 
commentator,  the  thrust  of  this  comment  must  be  that  corporations 
subject  to  a  pure  source-based  tax  generally  contest  their  tax 
liability  in  other  states  and  that  the  Commonwealth  benefits  from 
this  action.     The  latter  proposition  is  not  tenable.     If  a 
Massachusetts  general  business  corporation,  which  is  subject  to  a 
source-based  tax,  protests  the  amount  of  tax  assessed  by  State  X 
and  wins,  the  corporation  will  pay  less  tax  in  the  aggregate. 
The  action  of  the  corporation  in  lowering  its  tax  rate  in  State  X 
will  not  increase  the  revenue  of  the  Commonwealth.     The  action  of 
the  general  business  corporation  is  therefore  irrelevant  to  any 
revenue  concerns  of  the  Commonwealth. 

2.  Comment ;     The  proposed  tax  may  encourage  banks  to  leave 
Massachusetts . 

Response;     There  are  several  ways  to  address  this  concern. 

First,  it  is  important  to  put  the  dual  system  in  context.  A 
residence-based  tax  with  a  credit  is  not  a  novel  idea.     The  U.S. 
uses  such  a  tax  scheme  to  tax  the  income  of  its  multinational 
corporations.    A  similar  tax  credit  system  is  also  used  by  the 
Commonwealth  in  other  areas  of  state  taxation.     For  example, 
residents  of  Massachusetts  are  subject  to  an  income  tax  on  their 
entire  income,  wherever  earned  and  given  a  credit  for  taxes  paid 
to  other  states.     Also,  in  certain  circumstances  the 
Massachusetts  sales  tax  operates  in  an  analogous  manner. 
Massachusetts  residents  that  purchase  automobiles  in  other  states 
must  still  pay  a  sales  tax  in  the  Commonwealth;  the  purchasers 
are  allowed  a  credit  for  the  sales  tax  paid  to  the  state  in  which 
they  purchased  the  vehicle. 

Second,  the  relocation  concern  may  be  overstated  because 
state  taxes  play  only  a  small  role  in  the  interstate  competition 
to  keep  and  lure  businesses.     Numerous  studies  have  assessed  the 
effect  of  state  taxes  on  business  location  decisions.    Most  have 
concluded  that  state  taxes  have  a  negligible  effect  on  such 
decisions.     See,  e.g.  R.  Vaughn,  State  Taxation  and  Economic 
Development.   (1979) ;  Advisory  Commission  on  Intergovernmental 
Relations,  Interstate  Tax  Competition,   (1981) ;  R.  Schmenner, 
Making  Business  Location  Decisions.   (1982) ;  M.  Kieschnick,  "Taxes 
and  Growth;  Business  Incentives  and  Economic  Development"  in 
State  Taxation  Policy,   (ed.  M.  Barker,  1983) . 

Third,  the  problem  noted  with  the  proposed  tax  is  that  the 
use  of  a  residence-based  tax  with  a  credit  will  increase  the  tax 
burden  on  domiciliary  banks  above  that  of  assessed  under  a  pure 
residence-based  tax  scheme.     As  noted  in  the  report,  however,  the 
dual  system  produces  the  same  tax  burden,  both  within  the 


Commonwealth  and  in  the  aggregate,  as  does  a  pure  residence-based 
tax  in  most  circumstances.     The  aggregate  tax  burden  on 
domiciliary  banks  is  higher  under  the  dual  system  only  if  the 
domiciliary  state  uses  a  credit  system  and  has  a  tax  rate  that  is 
higher  than  that  of  the  host  states  that  tax  the  bank. 
Therefore,  if  the  Commonwealth's  tax  rate  is  roughly  equal  to  the 
rates  of  other  states,  no  significant  tax  burden  divergence  will 
occur  between  a  dual  system  and  a  pure  source-based  system. 
Moreover,  unlike  the  pure  source-based  tax,  the  dual  system  does 
not  cause  the  multiple  taxation  that  results  from  conflicting 
situs  rules  among  the  states.     As  interstate  banking  increases, 
through  both  branch  banking  and  electronic  or  "branchless 
banking",  and  as  states  amend  their  bank  taxes  in  recognition  of 
the  changing  bank  environment,  tax  and  administrative  burdens 
will  arise  as  a  result  of  the  conflicting  formulas  and  situs 
rules  of  a  pure  source-based  tax.    These  problems  create  their 
own  costs. 

Fourth,  an  income  tax  is  usually  considered  a  quid  pro  quo 
for  the  benefits  and  services  provided  by  the  taxing  state, 
including  an  educated  and  skilled  work  force,  a  responsive 
judicial  system,  police  and  fire  protection,  etc.     The  rate  of 
the  tax  should  therefore  bear  a  relationship  to  the  extent  of 
those  services  and  benefits.     With  a  pure  source-based  tax,  it  is 
difficult  to  measure  that  relationship.     The  pure  source-based 
tax  allows  banks  to  do  business  in  a  state  that  has  a  low  or  no 
bank  income  tax,  and  thereby  receive  a  tax  holiday  while  the  dual 
system  does  not  allow  a  similar  tax  holiday.     Such  a  tax  holiday 
is  analogous  to  a  reduction  in  the  bank's  tax  rate.    Unlike  a 
direct  rate  reduction,  however,  the  rate  reduction  received  with 
a  pure  source-based  tax  is  neither  controllable  nor  measurable. 
It  is  impossible,  therefore,  to  determine  whether  the  level  of 
taxation  is  appropriate  either  in  isolation  or  when  measured 
against  the  taxes  levied  on  other  corporations,  which  may  or  may 
not  be  able  to  take  advantage  of  the  hidden  tax  reduction. 

3.  Comment :  The  dual  system  may  deny  Massachusetts  domiciliary 
banks  equity  with  out-of-state  banks. 

Response;    Under  the  dual  system,  domiciliary  banks  pay  a 
tax  assessed  on  their  entire  income  and  then  receive  a  credit  for 
taxes  paid  to  other  states.     Nondomiciliary  banks  pay  a  tax  only 
on  the  income  that  they  earn  within  Massachusetts.     Both  entities 
are  treated  equally.    The  residence-based  tax  is  designed  to 
assure  that  domiciliary  banks  pay  tax  on  100  percent  of  their 
income,  no  more  and  no  less.     Because  the  source-based  tax  is 
imposed  only  on  nondomiciliary  banks,  the  situs  rules  can  be 
chosen  solely  to  assure  that  all  of  the  income  earned  by  out-of- 
state  banks  within  the  Commonwealth  is  subject  to  tax  there.  The 
two  entities  —  domciliary  and  nondomiciliary  banks  —  are  thus 
treated  equally.     A  very  different  result  ensues  with  a  pure 
source-based  tax.     In  the  latter  case,  the  source  rules  must 
favor  either  the  domiciliary  bank  or  the  nondomiciliary  bank;  one 
of  the  two  is  taxed  unfairly  vis  a  vis  the  other. 


4.       Comment;     The  dual  system  may  deny  banks  equity  with  general 
business  corporations  because  under  the  dual  system  all  of  the 
income  of  a  bank  would  be  taxed  at  least  at  the  Massachusetts 
rate,  whereas  general  business  corporations  can  situate  their 
profits  in  a  low  or  no  tax  state  thereby  avoiding  the 
Massachusetts  tax. 

Response;     It  is  true  that  general  business  corporations, 
which  are  taxed  under  a  pure  source-based  tax,  can  locate  their 
profits  in  low  or  no  tax  states,  thereby  avoiding  the 
Massachusetts  tax.     Allowing  general  business  corporations  to 
manipulate  the  location  of  their  income  in  this  way  is  in  fact  a 
grant  of  a  rate  reduction.     The  dual  system  would  not  bestow  a 
similar  rate  reduction  on  banks.     The  pure  souce-based  tax  has 
other  significant  disadvantages  for  general  business 
corporations,  however.     The  following  example  illustrates  how  the 
conflicts  in  state  situs  rules  can  cause  multiple  taxation: 

Assume  that  State  X  is  the  domiciliary  state  of  Bank  A. 
Bank  A  does  business  in  States  X,  Y  and  Z.     The  tax  rate  of 
all  three  states  is  7%.    According  to  the  situs  rules  of 
State  X,  Bank  A  has  earned  80%  of  its  income  there.  States 
Y  and  Z  have  different  situs  rules  that  apportion  30%  and 
20%  to  themselves.     Bank  A  pays  State  X  $56,000  ($1,000,000 
X  80%  =  $800,000  X  7%  =  $56,000);  State  Y  $21,000  ($300,000 
X  7%  =  $15,000);  State  Z  $14,000   ($200,000  x  7%  =  $14,000). 
Bank  A  would  pay  tax  on  130%  of  its  income  for  a  total  tax 
of  $91,000.   (If  the  states  had  used  the  same  situs  rules. 
Bank  A  would  have  paid  only  $70,000). 

The  amount  of  the  increase  in  the  aggregate  tax  burden  on  Bank  A 
would  be  greater  if  the  tax  rates  of  States  Y  and  Z  were  higher 
than  that  of  State  X.     No  such  multiple  taxation  can  occur  with 
the  dual  system.     This  author  is  unaware  of  any  attempts  to 
measure  which  tax  will  create  the  greater  aggregate  tax  burden. 


APPENDIX  B 


SECTION  1. 

Chapter  62C  of  the  General  Laws  is  hereby  amended  by  deleting  the 
second  paragraph  of  Section  12 (a)  and  inserting  in  place  thereof 
the  following: 

"Any  banking  corporation  that  is  exercising  its  corporate 
franchise  or  transacting  business  in  the  Commonwealth,  and  (a) 
any  banking  corporation  or  bank  holding  company  that  owns  or 
controls,  directly  or  indirectly,  more  than  50  percent  or  more  of 
its  voting  stock,  and  (b)  any  banking  corporation  or  bank  holding 
company  in  which  it  owns  or  controls,  directly  or  indirectly, 
more  than  50  percent  or  more  of  the  voting  stock,  shall  make  a 
return  on  a  combined  basis  if  any  two  or  more  of  such 
corporations  are  engaged  in  a  unitary  business.     The  corporations 
described  in  subparagraphs  (a)  and  (b)  above  include  corporations 
that  are  not  exercising  their  corporate  franchise  or  transacting 
business  in  the  Commonwealth  in  a  corporation  or  organized 
capacity" 

In  deciding  whether  a  corporation  is  part  of  a  unitary 
business,  the  Department  of  Revenue  shall  consider  whether  the 
activities  in  which  the  corporation  engages  are  related  to  the 
activities  of  the  other  corporations  in  the  group,  or  whether 
the  corporation  is  engaged  in  the  same  or  rela"ted  lines  of 
business  as  the  other  corporations  in  the  group.     It  shall  be 
presumed  that  a  group  of  corporations  meeting  the  stock  ownership 
requirements  of  subparagraphs  (a)  and  (b)  of  this  section  is 
engaged  in  a  unitary  business.     The  burden  of  establishing  that  a 
corporation  in  such  group  is  not  part  of  a  unitary  business  shall 
be  upon  the  person  so  asserting,  whether  such  person  be  the 
Department  of  Revenue  or  any  member  of  such  group. 

For  purposes  of  determining  the  net  income  of  a  unitary 
business  and  the  factors  to  be  used  in  the  apportionment  of  net 
income,  there  shall  be  included  only  the  income  and  apportionment 
factors  of  corporations  or  other  entities  created  or  organized  in 
the  United  States  or  under  the  laws  of  the  United  States  or  of 
any  state,  the  District  of  Columbia,  the  commonwealth  of  Puerto 
Rico,  any  possession  of  the  United  States,  or  any  political 
subdivision  of  any  of  the  foregoing  and  of  any  FSC  as  defined  in 
section  922  of  the  Internal  Revenue  Code  of  1986  that  are 
determined  to  be  part  of  the  unitary  business  pursuant  to  this 
subdivision,  notwithstanding  that  other  corporations  or  other 
entities  organized  in  foreign  countries  might  be  included  in  the 
unitary  business. 

Each  corporation  or  other  entity  that  is  part  of  a  unitary 
business  shall  file  such  combined  reports  as  the  Department  of 
Revenue  determines,  according  to  regulations  promulgated  by  the 


2 

Department. 
SECTION  2. 

Section  1  of  Chapter  63  of  the  General  Laws,  as  most  recently 
amended  by  Chapter  877  of  the  Acts  of  1973,  is  hereby  further 
amended  by  striking  out  the  entire  text  and  inserting  in  place 
thereof  the  following: 

"When  used  in  this  section,  and  in  sections  two  to  seven, 
inclusive,  the  following  terms  shall  have  the  following  meanings: 

"Banking  Corporation": 

(i)  any  bank,  banking  association,  trust  company  or 
federal  or  state  savings  and  loan  association, 
including  all  banks  for  cooperatives  organized  under 
the  United  States  Farm  Credit  Act  of  nineteen  hundred 
and  thirty-three  transacting  business  within  the 
Commonwealth,  whether  of  issue  or  not,  existing  by 
authority  of  the  United  States,  or  of  any  state,  or  of 
a  foreign  country,  or  of  any  law  of  the  Commonwealth 
not  contained  in  chapter  one  hundred  and  sixty-nine  or 
chapter  one  hundred  and  seventy-one,  and  any 
corporation  authorized  by  section  one  of  chapter  one 
hundred  and  seventy-two  A  to  do  the  business  of  a 
banking  corporation; 

(ii)  an  institution,  the  deposits  or  accounts  of  which 
are  insured  under  the  Federal  Deposit  Insurance  Act  or 
by  the  Federal  Savings  and  Loan  Insurance  Corporation, 
any  institution  which  is  a  member  of  a  Federal  Home 
Loan  Bank,  any  other  bank  or  thrift  institution 
incorporated  or  organized  under  the  laws  of  any  State 
of  any  foreign  country  which  is  engaged  in  the  business 
of  receiving  deposits,  any  corporation  organized  under 
the  provision  of  12  U.S.C.  sections  611  to  631  (Edge 
Act  Corporations) ,  and  any  agency  of  a  foreign 
depository  as  defined  in  12  U.S.C.  section  3101;  or 

(iii)  any  other  corporation  organized  under  the  laws  of 
the  United  States  or  organized  under  the  laws  of  this 
state  or  any  other  state  or  country  which  is  carrying 
on  the  business  of  a  banking  corporation; 

(iv)  a  holding  company  registered  ******state  law??**** 
or  registered  under  the  Federal  Bank  Holding  Company 
Act  of  1956,  as  amended,  or  registered  as  a  savings  and 
loan  holding  company  under  the  Federal  National  Housing 
Act,  as  amended. 

(v)  nothing  herein  shall  be  interpreted  to  include  a 
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corporation  taxed  pursuant  to  section  thirty-eight  B 
under  this  definition  of  a  bank. 


"Business  of  a  banking  corporation" 

(i)  the  business  that  a  regulated  banking  corporation 
may  be  authorized  to  do  under  state  or  federal  law  or 
the  business  that  its  subsidiary  is  authorized  to  do  by 
the  proper  regulatory  authorities. 

(ii)  the  business  that  any  corporation  organized  under 
the  authority  of  the  United  States  or  organized  under 
the  laws  of  this  state  or  any  other  state  or  country 
does/or  has  authority  to  do  that  is  substantially 
similar  to  the  business  that  a  corporation  may  be 
created  to  do. 

(iii)  the  business  that  any  corporation  organized  under 
the  authority  of  the  United  States  or  organized  under 
the  laws  of  this  state  or  any  other  state  or  country 
does/or  has  authority  to  do  if  such  corporation  derives 
more  than  fifty  percent  of  its  gross  income  from 
lending  activities  (including  discounting  obligations) 
in  substantial  competition  with  the  businesses 
described  in  subsection  (i)  and  (ii)  above.  For 
purposes  of  this  subsection,  the  computation  of  the 
gross  income  of  a  corporation  shall  not  include  income 
from  nonrecurring,  extraordinary  items. 


"Domestic  Banking  Corporation"  means  any  state  bank  which  is 
chartered  by  the  Commonwealth  or  any  national  bank  which  has  its 
principal  place  of  business  in  this  state  and  any  other  banking 
corporation  that  is  incorporated  in  the  Commonwealth. 


"Net  income":   (a)   for  purposes  of  section  2(a)  of  this 
chapter  means  the  gross  income  from  all  sources,  without 
exclusion,  for  the  taxable  year,  less  the  deductions,  but  not 
credits,  allowable  under  the  provisions  of  the  Federal  Internal 
Revenue  Code,  as  amended  and  in  effect  for  the  taxable  year.  The 
following  provisions,  however,  not  apply: 

(i)  paragraph  two  of  subsection  (a)  of  section  one 
hundred  and  seventy-one; 

(ii)  section  two  hundred  sixty-five; 


(iii)  section  two  hundred  and  ninety-one;  and  provided 
further  that  deductions  with  respect  to  the  following 
items  shall  not  be  allowed: 
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(i)  dividends  received,  except  dividend  received  from 
subsidiary  corporation  if  such  subsidiary  corporations 
are  (a)  fifteen  percent  or  more  owned,  and  (b)  subject 
to  a  net  income  tax  in  this  state; 

(ii)  losses  sustained  in  other  taxable  years;  and 

(iii)  taxes  on  or  measured  by  income,  franchise  taxes 
measured  by  net  income,  franchise  taxes  for  he 
privilege  of  doing  business  and  capital  stock  taxes 
imposed  by  any  state  of  the  United  States,  the  District 
of  Columbia,  the  Commonwealth  of  Puerto  Rico,  any 
territory  or  possession  of  the  United  States  or  any 
foreign  country,  or  a  political  subdivisions  of  any  of 
the  foregoing. 


"Net  income":    (b)   for  purposes  of  section  2(b)  of  this 
chapter  means  the  gross  income  as  defined  under  the  provisions  of 
the  Federal  Internal  Revenue  Code,  as  amended  and  in  effect  for 
the  taxable  year,  plus  the  interest  from  bonds,  notes  and 
evidences  of  indebtedness  of  any  state,  including  this 
Commonwealth  less  the  deductions,  but  not  the  credits,  allowable 
under  the  provisions  of  the  Federal  Internal  Revenue  Code,  as 
amended    and  in  effect  for  the  taxable  year.     The  following 
provisions,  however,  shall  not  apply. 

(i)  paragraph  two  of  subsection  (a)  of  section  one 
hundred  and  seventy-one; 

(ii)  section  two  hundred  sixty- five; 

(iii)  section  two  hundred  and  ninety-one;  and  provided 
further  that  deductions  with  respect  to  the  following 
items  shall  not  be  allowed: 

(i)  dividends  received,  except  dividend  received  from 
subsidiary  corporation  if  such  subsidiary  corporations 
are:   (a)   fifteen  percent  or  more  owned,  and  (b)  subject 
to  a  net  income  tax  in  this  state. 

(ii)  losses  sustained  in  other  taxable  years,  and 

(iii)  taxes  on  or  measured  by  income,  franchise  taxes 
measured  by  net  income,  franchise  taxes  for  he 
privilege  of  doing  business  and  capital  stock  taxes 
imposed  by  any  state  of  the  United  States,  the  District 
of  Columbia,  the  Commonwealth  of  Puerto  Rico,  any 
territory  or  possession  of  the  United  States  or  any 
foreign  country,  or  a  political  subdivisions  of  any  of 
the  foregoing. 
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SECTION  3.     Chapter  63  of  the  General  Law  is  hereby  amended  by 
striking  out  the  text  of  section  2 ,  as  most  recently  amended  by 
section  43  of  Chapter  684  of  the  Acts  of  1975,  and  inserting  in 
place  thereof  the  following: 

(a)  Every  domestic  banking  corporation  shall  pay,  on 
account  of  each  taxable  year,  a  tax  measured  by  its 
taxable  net  income,  as  defined  in  section  one  (a) ,  at 
the  rate  of  ten  and  one-half  percent. 

(b)  Every  banking  corporation  that  is  not  subject  to 
the      tax  in  subparagraph  (a)  of  this  section  2  shall 
pay,  on  account  of  each  taxable  year,  a  tax  measured  by 
its  taxable  net  income,  as  defined  in  section  one  (b)  , 
at  the  rate  of  ten  and  one-half  percent. 

SECTION  4.     CREDIT  FOR  TAXES  PAID  ON  INCOME  FROM  SOURCES  WITHOUT 
THE  STATE 

(a)  For  the  purpose  of  ascertaining  the  income  tax  due 
under  the  provisions  of  this  chapter  from  banking 
corporations  taxed  under  section  2(a)  whose  gross 
income  is  derived  from  sources  both  within  and  without 
the  Commonwealth  of  Massachusetts,  there  shall  be 
allowed  a  credit  against  the  amount  of  tax  due,  by  the 
banking  corporation  or  by  the  unitary  group  of  which  it 
is  a  member,  on  account  of  income  derived  from  without 
the  Commonwealth,  in  the  amount  of  income  tax  or  other 
comparable  tax  actually  paid  by  such  domestic  banking 
corporations  to  any  state  or  territory  on  account  of 
business  transacted  without  the  Commonwealth. 

(b)  In  case  the  amount  of  tax  actually  paid  by  a 
domestic  banking  corporation  to  another  state  or 
territory  is  in  excess  of  the  amount  that  would  be  due 
on  the  same  income  computed  on  the  income  tax  rate  in 
the  Commonwealth,  then  only  such  amount  as  would  be  due 
in  this  state  on  such  taxable  income  shall  be  allowed 
as  a  credit. 

(c)  If  the  amount  of  income  actually  paid  by  a  banking 
corporation  taxed  under  section  2(a)  of  this  chapter  on 
account  of  business  transacted  is  less  than  the  amount 
of  tax  that  would  be  due  as  computed  on  Massachusetts 
income  tax  rates,  then  the  income  tax  levied  herein 
shall  be  computed  on  the  entire  taxable  income  from 
sources  both  within  and  without  Massachusetts  as 
defined  in  section  2(a),  and  the  tax  shall  be  paid  less 
a  credit  in  the  amount  of  the  tax  actually  paid  on 
income  derived  from  without  Massachusetts. 

(d)  Before  a  banking  corporation  may  claim  the  credit 
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allowed  under  this  section,  it  shall  file  with  its  tax 
return  a  certificate  showing  the  amount  of  gross  and 
net  income  derived  from  sources  without  this  state 
together  with  the  amount  of  tax  paid  on  such  income.  A 
banking  corporation  that  seeks  a  credit  under  this 
section  for  a  tax,  other  than  a  net  income  tax,  paid  on 
account  of  business  conducted  without  Massachusetts 
shall  submit  its  request  for  a  credit  to  the  Department 
of  Revenue  which  shall  determine,  in  accordance  with 
regulations  passed  by  it,  whether  the  tax  paid  is 
creditable  and,  if  so,  the  amount  of  the  credit. 

SECTION  5.  Chapter  63  is  hereby  further  amended  by  adding  after 
said  section  2,  the  following  two  sections: 

Section  2A 

(a)  Any  banking  corporation  which  is  taxable  under 
section  2 (b)  above  and  which  is  taxable  both  within  and 
without  the  Commonwealth  shall  apportion  its  net  income 
as  provided  in  this  section.     For  purposes  of 
apportionment  of  income  under  this  section,  a  taxpayer 
is  taxable  in  another  state  if  in  such  state  such 
taxpayer  conducts  business  and  is  subject  to  a  net 
income  tax,  a  franchise  tax  for  the  privilege  of  doing 
business,  or  a  corporate  stock  tax,  or  if  such  state 
has  jurisdiction  to  subject  such  taxpayer  to  such  a 
tax,  regardless  of  whether  such  state  does,  in  fact, 
impose  such  a  tax.    The  net  income  (as  defined  in 
section  1(b)  of  the  banking  corporation  shall  be 
apportioned  by  means  of  a  single-factor  apportionment 
formula,  consisting  of  a  receipts  factor.  The 
numerator  of  the  receipts  factor  is  the  receipts  of  the 
banking  corporation  within  this  state  during  the  tax 
period  and  the  denominator  of  which  is  the  total 
receipts  of  such  corporation  from  all  states  in  which 
it  is  taxable  during  such  tax  period. 

(b)  "Receipts":  gross  income  as  defined  under  the 
provisions  of  the  Federal  Internal  Revenue  Code,  as 
amended  and  in  effect  for  the  taxable  year,  plus  the 
interest  from  bonds,  notes  and  evidences  of 
indebtedness  of  any  state,  including  this  Commonwealth, 
less  the  deductions,  but  not  the  credits,  allowable 
under  the  provisions  of  the  Federal  Internal  Revenue 
Code,  as  amended    and  in  effect  for  the  taxable  year, 
including  net  taxable  gain  on  the  disposition  of 
assets,  derived  from  the  following  activities  and 
assigned  to  the  following  locations: 

(i)     Receipts  from  the  lease  or  rental  of  real  or 
tangible  personal  property  (including  both  finance 
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leases  and  true  leases)  shall  be  attributed  to  this 
state  if  the  property  is  located  in  this  state. 
Tangible  and  real  property  that  is  characteristically 
moving  property,  such  as  motor  vehicles,  rolling  stock, 
aircraft,  vessels,  mobile  equipment  and  the  like,  is 
considered  to  be  located  in  this  state  if: 

(a)  the  operation  of  the  property  is  entirely 
within  the  state;  or 

(b)  the  operation  of  the  property  is  in  two  or 
more  states,  but  the  principal  base  of  operations 
from  which  the  property  is  sent  out  is  in  the 
state.     It  shall  be  presumed,  subject  to  rebuttal, 
that  the  location  of  operation  of  the  property  and 
the  principal  base  of  operations  from  which  the 
property  is  sent  out  shall  be  that  duly  certified 
in  writing  by  the  lessee. 

(ii)  Interest  income  and  other  receipts  from  assets  in 
the  nature  of  loans  which  are  secured  primarily  by  real 
estate  or  tangible  personal  property  shall  be 
attributed  to  this  state  if  such  security  property  is 
located  in  this  state. 

(iii)  Interest  income  and  other  receipts  from  consumer 
loans  not  secured  by  real  or  tangible  personal  property 
that  are  made  to  residents  of  this  state  (whether  at  a 
place  of  business,  by  travelling  loan  officer,  by  mail, 
by  telephone  or  other  electronic  means)  shall  be 
attributed  to  this  state. 

(iv)  Interest  income  and  other  receipts  from 
commercial  loans  and  installment  obligations  not 
secured  by  real  or  tangible  personal  property  shall  be 
attributed  to  this  state  if  the  proceeds  of  the  loan 
are  to  be  applied  in  this  state.     If  it  cannot  be 
determined  where  the  funds  are  to  be  applied,  such 
income  and  receipts  shall  be  attributed  to  the  office 
of  the  taxpayer  in  the  state  in  which  the  business 
applied  for  the  loan.     The  phrase  "applied  for"  means 
initial  inquiry  (including  customer  assistance  in 
preparing  the  loan  application)  or  submission  of  a 
completed  loan  application  whichever  occurs  first  in 
time. 

(v)  Interest  income  and  other  receipts  from  a 
participating  financial  institution's  portion  of 
participation  loans  shall  be  attributed  under  the  rules 
set  forth  in  paragraphs  (i)  through  (iv) . 

(vi)  Interest  income  and  other  receipts  including 
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service  charges  from    financial  institution  credit  card 
and  travel  and  entertainment  credit  card  receivables 
and  credit  card  holders'  fees  shall  be  attributed  to 
the  state  to  which  such  card  charges  and  fees  are 
regularly  billed. 

(vii)  Merchant  discount  income  derived  from  financial 
institution  credit  card  holder  transactions  with  a 
merchant  shall  be  attributed  to  the  state  in  which  the 
merchant  is  located.     In  the  case  of  merchants  located 
within  and  without  the  state,  only  receipts  from 
merchant  discounts  attributable  to  sales  made  from 
locations  within  the  state  shall  be  attributed  to  this 
State.     It  shall  be  presumed,  subject  to  rebuttal,  that 
the  location  of  a  merchant  is  the  address  shown  on  the 
invoice  submitted  by  the  merchant  to  the  taxpayer. 

(viii)  Receipts  from  the  performance  of  fiduciary  and 
other  services  are  attributed  to  this  state  if  the 
services  are  performed  in  this  state.     Services  are 
performed  in  this  state  if  the  benefits  of  the  services 
are  consumed  in  this  state.     If  the  benefits  are 
consumed  in  more  than  one  state,  the  receipts  from 
those  benefits  shall  be  apportioned  to  this  state  pro 
rata  according  to  the  portion  of  the  benefits  consumed 
in  this  state. 

(ix)  Receipts  from  the  issuance  of  travelers  checks  and 
money  orders  shall  be  attributed  to  the  state  in  which 
such  checks  and  money  orders  are  purchased. 

(x)  Receipts  from  investments  of  a  financial 
institution  in  securities  of  this  state,  its  political 
subdivisions,  agencies  and  instrumentalities  shall  be 
attributed  to  this  state. 

(xi)  Receipts  from  investments  of  a  financial 
institution  in  other  securities  and  from  money  market 
instruments  shall  be  apportioned  to  this  state  based 
upon  the  ratio  that  total  deposits  from  this  state,  its 
residents,  its  political  subdivisions,  agencies  and 
instrumentalities  bear  to  the  total  deposits  from  all 
states,  their  residents,  their  political  subdivisions, 
agencies  and  instrumentalities.     In  the  case  of  an 
unregulated  financial  institution  subject  to  this 
regulation,  such  receipts  shall  be  apportioned  to  this 
state  based  upon  the  ratio  that  its  gross  business 
income  earned  from  sources  within  this  state  bears  to 
gross  business  income  earned  from  sources  within  all 
states.     For  purposes  of  this  subsection,  deposits  made 
by  this  state,  its  residents,  its  political 
subdivisions,  agencies  and  instrumentalities  shall  be 


9 


attributed  to  this  state,  whether  or  not  such  deposits 
are  accepted  or  maintained  by  the  taxpayer  at  locations 
within  this  state. 

(xii)     All  receipts  located  by. this  rule  in  a  State 
without  jurisdiction  to  tax  shall  be  excluded  from  both 
the  numerator  and  the  denominator  of  the  receipts 
factor. 

(c)  If  a  banking  corporation  files  a  combined  return 
pursuant  to  section  twelve  (a)  of  Chapter  sixty-two  C, 
the  net  income  of  all  banks  that  have  a  separate  tax 
nexus  in  the  Commonwealth  and  that  participate  in  such 
consolidation  shall  be  first  determined  and, 
thereafter,  apportioned  pursuant  to  this  section; 
except  that  the  receipts  of  a  banking  corporation  that 
determines  its  net  income  pursuant  to  section  2(a) 
shall  be  deemed  to  be  entirely  within  this  state.  A 
corporation,  which  does  not  have  a  separate  tax  nexus 
in  the  Commonwealth  and  which  is  permitted  or  required 
to  file  a  combined  report,  shall  apportion  its  income 
first  according  to  the  formula  set  forth  in  section  2A 
and  then  combine  the  income  so  apportioned  with  the 
other  members  of  the  group. 

(d)  "Taxable  net  income":     For  banking  corporations 
taxed  under  section  2   (a) ,  the  net  income  determined 
pursuant  to  the  provisions  of  that  section.  For 
banking  corporations  taxed  under  section  2(b),  the  part 
of  net  income  of  a  banking  corporation  derived  from 
business  carried  on  within  the  Commonwealth  as 
determined  pursuant  to  the  provisions  of  section  two-A. 

(e)  "Taxable  year":  Any  fiscal  or  calendar  year  or 
period  for  which  the  bank  is  required  to  make  a  return 
to  the  federal  government. 

Section  2B 

(a)  A  banking  corporation  that  conducts  a  trade  or 
business  that  has  a  place  of  business  in  this  state, 
regularly  has  employees  or  independent  contractors 
conducting  business  activities  on  its  behalf  in  this 
state,  or  owns  or  leases  real  property  located  in  this 
state  or  tangible  personal  property  located  in  this 
state  is  subject  to  the  tax  imposed  by  this  chapter. 

(b)  A  banking  corporation  that  conducts  a  trade  or 
business  not  described  above  is  subject  to  the  taxes 
imposed  by  this  chapter  if  it  regularly  solicits 
business  from  within  this  state,  without  regard  to  a 
physical  presence  in  this  state. 
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(c)  For  purposes  of  subdivision  (b)  above,  business 
from  within  this  state  includes,  but  is  not  limited  to: 

(i)  Sales  of  products  or  services  of  any  kind  or 
nature  to  customers  in  this  state  who  receive  the 
product  or  service  in  this  state; 

(ii)  Sales  of  service  which  are  performed  from  outside 
this  state  but  the  benefits  of  which  are  consumed  in 
this  state; 

(iii)  Transactions  with  customers  in  this  state  that 
involve  intangible  property  and  result  in  income 
flowing  to  the  person  from  within  this  state; 

(iv)  Leases  of  tangible  personal  property  that  is 
located  in  this  state; 

(v)  Sales  and  leases  of  real  property  located  in  this 
state ; 

(vi)  Deposits  received  from  customers  in  this  state. 

(d)  For  purposes  of  subdivision  (b)  above, 
solicitation  includes,  but  is  not  limited  to: 

(i)  The  distribution,  by  mail  or  otherwise,  without 
regard  to  the  state  from  which  such  distribution 
originated  or  in  which  the  materials  were  prepared,  of 
catalogs,  periodicals,  advertising  flyers,  or  other 
written  solicitations  of  business  to  customers  in  this 
state ; 

(ii)  Display  of  advertisements  on  billboards  or  other 
outdoor  advertising  in  this  state; 

(iii)  Advertisements  in  newspapers  published  in  this 
state ; 

(iv)  Advertisements  in  trade  journals  or  other 
periodicals,  the  circulation  of  which  is  primarily 
within  this  state; 

(v)  Advertisements  in  a  Massachusetts  edition  of  a 
national  or  regional  publication  or  a  limited  regional 
edition  of  which  this  state  is  included  of  a  broader 
regional  or  national  publication  which  are  not  placed 
in  other  geographically  defined  editions  of  the  same 
issue  of  the  same  publication; 

(vi)  Advertisements  in  regional  or  national 
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publications  in  an  edition  which  is  not  by  its  contents 
geographically  targeted  to  residents  of  Massachusetts, 
but  which  is  sold  over  the  counter  in  Massachusetts  or 
by  subscription  to  Massachusetts  residents. 

(vii)  Advertisements  broadcast  on  a  radio  or  television 
station  located  in  Massachusetts; 

(viii)  Any  other  solicitation  by  telegraph,  telephone, 
computer  data  base,  cable,  optic,  microwave,  or  other 
communication  system. 

(e)  A  banking  corporation  shall  be  presumed  to  be 
regularly  engaged  in  activities  within  this  state  if  it 
conducts  any  of  the  activities  described  in 
subparagraphs  (c)  and  (d)  above  with  20  or  more 
residents. of  this  state  during  any  tax  period. 

(f)  A  banking  corporation  is  not  subject  to  tax  under 
this  chapter  if  its  only  contact  with  this  state 
results  from  ownership  of  the  following  types  of 
property  unless  the  interest  in  the  property  is 
acquired  from  another  member  of  a  unitary  group  with 
which  the  banking  corporation  is  associated. 

(i)  An  interest  in  a  real  estate  mortgage  investment 
conduit,  a  real  estate  investment  trust,  or  a  regulated 
investment  company,  as  those  terms  are  defined  in  the 
Internal  Revenue  Code  of  1986,  as  amended  through 
December  31,  1986; 

(ii)  An  interest  in  a  loan-backed,  mortgage-backed,  or 
receivable-backed  security. 


SECTION  6.  REPORTING  STATUTE 

Notice  of  business  activities  report 

(a)     Every  foreign  corporation  or  nonresident  individual  or 
unincorporated  which,  during  any  calendar  year  or  fiscal 
accounting  year  ending  after  [  date  the  statute  becomes  effective 
]  carried  on  any  activity  or  owned  or  maintained  any  property  in 
this  State,  unless  specifically  exempted  under  Subdivision  4  of 
this  act,  shall  be  required  to  file  a  notice  of  business 
activities  report,  as  provided  in  this  act. 

(i) .     Definitions.     For  purposes  of  this  act,  a  foreign 
corporation  shall  mean  any  corporation,  including  a  bank  or 
banking  corporation  as  defined  in  section  1,  Chapter  63,  which  is 
incorporated  under  the  laws  of  another  state,  the  United  States 
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and  its  possessions,  or  a  foreign  country.  A  nonresident  entity 
shall  mean  any  individual  or  unincorporated  business  entity  that 
is  not  a  resident  of  this  state. 

(ii)     Activities  or  property  maintenance  in  this  State  which 
require  corporations  or  individuals  or  unincorporated  business 
entities  to  file  this  report  are: 


(1)  the  maintenance  in  this  State  of  an  office  or 
other  place  of  business; 

(2)  the  maintenance  of  personnel  in  this  State, 
including  the  presence  of  employees,  agents, 
representative  or  independent  contractors  in  connection 
with  the  corporation's  business,  even  though  not 
regularly  stationed  in  this  State; 

(3)  the  ownership  or  maintenance  of  real  and/or 
tangible  personal  property  and/or  intangible  property 
used  by  the  corporation  in  this  State; 

(4)  receiving  payments  from  persons  residing  in  this 
State,  or  businesses  located  in  this  State,  aggregating 
in  excess  of  $25,000  regardless  of  any  connections  with 
this  State; 

(5)  the  derivation  of  income  from  any  source  or 
sources  within  this  State; 

(6)  any  other  activity  or  property  in,  or 
interrelationships  with,  this  State  as  designated  by 
the  Commissioner. 


(iii)  Exemptions .     A  foreign  corporation  shall  not  be 
required  to  file  a  notice  of  business  activities  report 
if: 

(a)  by  the  end  of  an  accounting  period  for  which  it  was 
otherwise  required  to  file  a  notice  of  business 
activities  report  under  this  act,  it  had  received  a 
certificate  of  authority  to  do  business  in  this  State; 

(b)  it  has  filed  a  timely  return  under  section 

*********  ; 

(c)  the  interests  in  property  which  it  owns,  consist 
solely  of  property  exempted  under  section  2B(f) . 

(iv)  Annual  filing.  Every  foreign  corporation  shall 
file  annually  a  notice  of  business  activities  report 
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with  respect  to  all  or  any  part  of  each  of  its  calendar 
or  fiscal  accounting  years  ending  after  [date  act  is 
effective]  on  or  before  the  fifteenth  day  of  the  fourth 
month  after  the  close  of  such  calendar  or  fiscal 
accounting  year. 

(v)  Forms.     The  Commissioner  of  Revenue  shall  design  a 
form  of  report  and  forms  for  such  additional  statements 
or  schedules  as  he  may  require  to  be  filed  therewith. 
Such  form  shall  contain  a  provision  in  which  the 
foreign  corporation  may  disclaim  liability  for  the 
corporation  excise  tax  and  the  corporation  income  tax 
and  shall  provide  for  the  setting  forth  of  additional 
facts  as  the  Commissioner  may  deem  necessary  for  the 
proper  enforcement  of  this  act.     The  Commissioner  shall 
cause  a  supply  thereof  to  be  printed  and  shall  furnish 
appropriate  blank  forms  to  each  corporation  upon 
application.     Failure  to  receive  a  form  shall  not 
relieve  any  corporation  from  the  obligation  to  file  a 
report  under  the  provisions  of  this  act.     Each  such 
report  shall  have  annexed  thereto  a  certification  by 
any  officer  of  the  corporation  duly  authorized  to  state 
on  behalf  of  the  corporation  that  the  representations 
contained  in  the  report  are  true.     The  fact  that  an 
individual's  name  is  signed  on  a  certification  of  the 
report  shall  be  prima  facie  evidence  that  such 
individual  is  authorized  to  sign  and  certify  the  report 
on  behalf  of  the  corporation. 

(vi)  Failure  to  file  timely  report. 

(a)  No  foreign  corporation  carrying  on  any  activity  or 
owning  or  maintaining  any  property  in  this  State  which 
has  not  obtained  a  certificate  of  authority  to  do 
business  in  this  State  and  disclaims  liability  for  the 
corporation  excise  tax,  the  corporation  income  tax,  or 
the  bank  tax  shall  maintain  any  action  or  proceeding  in 
any  State  or  Federal  court  in  Minnesota  until  such 
corporation  shall  have  filed  a  notice  of  business 
activities  report. 

(b)  The  failure  of  a  foreign  corporation  to  file  a 
timely  report  shall  prevent  the  use  of  the  courts  in 
this  State  for  all  contracts  executed  and  all  causes  of 
action  that  arose  at  any  time  prior  to  the  end  of  the 
last  accounting  period  for  which  the  corporation  failed 
to  file  a  required  report. 

(c)  The  court  in  which  the  issues  arise  shall  be 
granted  the  power  to  excuse  the  corporation  for  its 
failure  to  file  a  report  when  due,  and  restore  the 
right  of  access  to  the  courts  in  this  State.  Such 
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failure  to  file  a  report  shall  be  excusable  if  the 
court  finds  that  the  corporation  has  sustained  the 
burden  of  establishing  that 

(i)  the  failure  to  file  a  timely  report  was  done 
in  ignorance  of  the  requirement  to  file  and  such 
ignorance  was  reasonable;  and 

(ii)  all  taxes,  interest  and  civil  penalties  due 
the  State  for  all  periods  have  been  paid,  or 
provided  for  by  adequate  security  or  bond  approved 
by  the  Commissioner,  before  the  suit  may  proceed. 

SECTION  7.  REGULATIONS 

(a)     The  Department  of  Revenue  shall  promulgate  rules  and 
regulations  pertaining  to  the  implementation  of  this  Act. 


SECTION  8.   EFFECTIVE  DATE,   SUNSET  AND  REVIEW 

(a)  This  Act  shall  take  effect  immediately  and  shall  apply 
to  taxable  years  beginning  on  or  after  January  1st,  1989,  except 
that  sections  1  through  7  shall  not  apply  to  taxable  years 
beginning  on  or  after  January  1st,  1994. 

(b)  Unless  other  action  is  taken  by  the  General  Court  on 
January  1st,  1994,  Chapter  62C,  section  12  (a)  and  chapter  63, 
sections  1  and  2  in  effect  prior  to  this  act  shall  be  in  effect. 

(c)  On  or  before  December  1st,  1991,  a  temporary  state 
commission  shall  be  created  to  determine  whether  the  provisions 
of  this  act  shall  be  continued  for  taxable  years  beginning  or 
after  January  1st  1995,  whether  they  should  be  changed  in  some 
manner,  or  whether  they  should  be  eliminated.    On  or  before 
December  1st,  1994,  the  commission  shall  report  its  findings  to 
the  Governor  and  the  legislature  with  recommendations  of  changes 
necessary,  and  if  elimination  is  recommended  it  shall  recommend 
what  alternatives  should  be  considered.     The  Department  of 
Revenue  and  all  other  state  agencies  shall  cooperate  with  and 
assist  the  commission  in  the  fulfillment  of  its  responsibilities 
pursuant  to  this  section  and  may  render  such  services  to  the 
commission  within  their  respective  functions  as  may  be  requested 
by  the  commission.     The  Department  of  Revenue  shall  supply  the 
commission  any  information  as  may  be  needed  to  fulfill  its 
responsibilities  pursuant  to  this  section. 


